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Statement of the Issues 


The issues certified for immediate appeal pursuant to 
28 U.S.C. § 1292(b) are: 


(1) Whether the receiver of a former member cor- 
poration of the New York Stock Exchange, Ine. (the 
‘‘Hxchange’’), a national securities exchange, has 
standing (or alternatively ‘‘capacity’’) to assert a 
claim against the Exchange under Section 6 of the 
Securities Exchange Act of 1924 (the ‘‘Exchange 
Act’’), 15 U.S.C. § 78f, on behalf of the member cor- 
poration, and 


(2) Whether a three year or six year statute of 
limitations is applicable to a claim under Section 6. 
(JA-248a)* 


* References are to pages of the Joint Appendix. 
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Statement of the Case 


The Exchange appeals pursuant to 28 U.S.C. § 1292(b) 
from an order of the United States District Court for the 
Southern District of New York (Lasker, J.), 405 F.Supp. 
1031 (S.D.N.Y. 1975), denying in part and granting in part 
the Exchange’s motion to dismiss and for summary judg- 
ment. (JA-215a) 


The plaintiff-appellee (‘‘Lank’’) is the receiver of 
Pickard & Company, Incorporated (‘‘Pickard’’), which had 
been a member corporation of the Exchange prior to its 
liquidation in the spring of 1968. (JA-7a, 3la) The Ex- 
change is a national securities exchange registered with 
the Securities and Exchange Commission (the ‘‘Commis- 
sion’’) pursuant to Section 6 of the Exchange Act and is 
composed of individual members engaged in the securities 
business, the majority of whom are associated with organ- 
izations (either partnerships or corporations, referred to 
as ‘‘member organizations’’?) engaged in the securities 
business. (J A-27a) 


Lank commenced this action in December 1971 (JA-4a), 
more than 2% years after his appointment as receiver (J A- 
89a), more than 3 years after Pickard ceased doing a 
securities business (JA-7a), and more than 5 years after 
the events complained of. (JA-6a) The complaint asserts 
four claims against the Exchange. (JA-6a) The first claim 
is based on Section 6 of the Exchange Act and alleges that 
the Exchange failed to enforce the Exchange Act and its 
own rules by failing to put Pickard out of business in 
October 1966; the second claim is based on common law 
fraud and alleges that the Exchange's failure to suspend 
Pickard in October 1966 constituted a fraudulent repre- 
sentation that Pickard was a responsible Exchange mem- 
ber; the third claim alleges that the Exchange was grossly 
negligent; and the fourth claim asserts that an implied 
contract between Pickard and the Exchange was allegedly 
breached by the Exchange’s purported failure to enforce 
the Exchange Act and its own rules. 
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The Exchange answered the complaint, denying the 
substantive allegations, setting up affirmative defenses and 
asserting three counterclaius. (JA-16a) The first and 
second counterclaims are based on agreements entered into 
by Pickard to secure the assistance of the Exchange and 
the Special Trust Fund of the xchange to put Pickard’s 
books and records in order and to protect Pickard’s cus- 
tomers against loss of their money or securities as a result 
of Pickard’s chaotic condition. (J A-47a, 49a) In the course 
of the subsequent liquidation of Pickard, the Exchange re- 
covered $269,648 due from Pickard under the agreements. 
(JA-40a, 41a) At the time of the assertion of the counter- 
claims, $56,712.09 remained due to the Exchange, and 
$170,295.42 was due to the Special Trust Fund of the Ex- 
change, which assigned its claim to the Exchange. (JA- 
29a) The third counterclaim was asserted by the Exchange 
as a creditor of Pickard against the receiver personally 
for waste of corporate assets in his pursuit of this pat- 
ently unmeritorious action and for the receiver’s a‘tempt 
to use this aciion to force settlement of the Exchange’s 


creditor claims by the threat of lengthy and costiy litiga- 
tion. 


In April 1975, the Exchange moved (1) to dismiss the 
complaint for failure to prosecute; (2) for summary judg- 
ment on the ground that plaintiff lacked capacity to assert 
the alleged claims; (3) for summary judgment on the 
ground that the only federal claim, the first, was barred 
by the applicable statute of limitations, and the court was 
thus without jurisdiction of the allegedly pendent claims; 
and (4) for summary judgment or its three counterclaims. 
(JA-26a) The court below granted, on the ground of lack 
of capacity, the Exchange’s motion to dismiss claims as- 
serted by Lank on behalf of Pickard’s customers, creditors, 
subordinated lenders and shareholders; granted summary 
judgment as to liability on the Exchange’s first and second 
counterclaims; and denied the motion in all other respects, 
thus sustaining Lank’s standing to assert claims under 
Section 6 on behalf of Pickard and applying the six year 
contract period of limitations of N.Y. CPLR § 213(2) to the 


4 


Section 6 claim. (JA-215a) The Exchange sought and was 
granted a modification of the Court’s decision and order 
pursuant to 28 U.S.C. §1292(b) adding the Court’s cer- 
tification for immediate appeal. (JA-245a, 247a) This 
Court granted the Exchange’s petition for permission to 
appeal on May 25, 1976. 


Statement of Facts 


Until early 1968 Pickard engaged in a gencral securities 
business. (JA-7a) The rules of the Exchange in effect in 
1967 required that each member organization have a sur- 
prise audit conducted at least once each calendar year 
by independent certified public accountants retained by the 
member organization. (JA-32a) On September 29, 1967 
Haskins & Sells commenced such an audit of Pickard. (JA- 
33a) In January 1968 Haskins & Sells reported to the Ex- 
change that it would be unable to complete the audit due 
to deficiencies and inaccuracies in Pickard’s books and 
records, (JA-33a) The Exchange immediately sent its 
examiners to Pickard. They confirmed that Pickard’s 
books and records did not permit compilation of accurate 
financial statements. (JA-33a) On February 9, 1968, the 
Exchange ordered Pickard to restrict its business with 
customers and on February 13 to cease doing a general 
securities business. Pickard agreed. (JA-33a) On Feb- 
ruary 13 Pickard also entered into an agreement with the 
Exchange by which Pickard obtained the assistance of 
Exchange employees in putting its books and records in 
order. (JA-46a) During the course of this work, it be- 
came apparent that Pickard lacked sufficient liquid asse‘s 
to pay to its customers their credit balances of cash 
and securities. (JA-35a) In order to prevent the imminent 
loss of these customer’s securities, Pickard entered into a 
further agreement with the Exchange on or about May 16, 
1968 (the ‘‘May Agreement’’), which provided that the 
Special Trust Fund* of the Exchange might make funds 

* The Special Trust Fund was established pursuant to Article 


XIX of the Exchange Constitution. Sec. 1 of Article XIX is repro- 
duced in the addendum at p. A-50. 
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available for assistance to customers of Pickard, and Pick- 
ard agreed to the Exchange’s appointment of a liquidator 
upon the first use of such funds. (JA-49a) Such funds 
were provided on May 21, 1968, and a liquidator, Lloyd W. 
McChesney, was appointed. (JA-87a) Mr. McChesney 
put the books and records of Pickard into the best practic- 
able order, paid off all customers and substantially all gen- 
eral creditors (with the notable exception of the Ex- 
change), and asserted all claims of Pickard promising sig- 
nificant recovery. (JA-39a, 43a, 44a) He pursued these 
tasks to the fullest extent feasible until March 21, 1969, 
when the Jixchange as a creditor of Pickard petitioned the 
Court of Chancery of the State of Delaware (Pickard’s 
state of incorporation) for the appointment of a receiver 
for Pickard. Pursuant to the Exchange’s petition, Lank 
was appointed receiver of Pickard on April 22, 1969. (JA- 
89a) On December 17, 1971, Lank commenced this action. 
(JA-4a) 


ARGUMENT 
I 


The receiver of a former member corporation of the 
Exchange lacks standing to assert a claim against the 
Exchange under Section 6 of the Exchange Act. 


The court below erred in sustaining Lank’s capacity to 
assert on behalf of Pickard an implied right of action 
under Section 6. In r-aching its conclusion, the court be- 
low misconstrued the terms of the statute and its history, 
the effect of the case law and important policy considera- 
tions, 


A. Under state law the receiver has standing to assert only 
those claims which the corporation could have asserted. 


The court below dismissed for lack of standing the claims 
of Lank insofar as they were based on alleged damages to 
Pickard’s customers, creditors, subordinated lenders and 
stockholders. (JA-224a) However, looking to the prayer 
for relief, it found the complaint asserted claims directly on 
behalf of Pickard as well. (JA-225a) Although the Ex- 
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change does not agree with that finding, it is the Exchange’s 
position on this appval that, if such claims were pleaded, 
the receiver cannot assert them because the corporation 
itself lacks standing under the statute to assert a Section 6 
claim. See infra Point IB. 


The court below noted the general rule that a receiver 
is subject to the same defenses as the corporation he repre- 
sents, but held that a receiver has power to sue in certain 
situations where the corporation would not, (JA-228a) 
The court based that holding on Bovay v. H. M. Byllesby 
& Co., 26 Del.Ch. 69, 22 A.2d 138 (1941), Keedy v. Ster- 
ling Electrical Appliance Co., 13 Del.Ch. 66, 115 A. 359 
(1921) and 16 Fletcher, Cyclopedia of Corporations, § 7813 
(1962 rev. ed.). Those authorities are inapposite. Bovay and 
Keedy were actions to recover funds from the recipients, 
and participants in, fraudulent transfers. The reference to 
Fletcher is to the same effect. Furthermore, both Bovay 
and Keedy involved schemes by the officers of the insolvent 
corporation to create a second corporation for the purpose 
of receiving assets to be fraudulently transferred from the 
insolvent corporation. Lank has made no claim against the 
Exchange for fraudulent transfer. 


The Delaware statute, pursuant to which Lank was ap- 
pointed, limits a receiver’s powers as follows: 


‘‘Whenever a corporation shall be insolvent, the Court 
of Chancery ... may... appoint one or more persons 
to be receivers ... to take charge of its assets... to 
prosecute and defend . .. all claims or suits .. . and 
to do all other acts which might be done by the corpo- 
ration...’’. (8 Del. Code Ann. § 291 (1975)) (empha- 
sis added) 


The Delaware cases strictly construe this limitation. In 
Asmussen v. Quaker City Corp., 18 Del.Ch. 28, 156 A, 180 
(1931), the court dismissed a creditor’s bill of complaint 
praying for appointment of a receiver because the cor- 
poration while insolvent had given preferences to certain 
creditors. The court stated that since the corporation itself 


could not sue to recover the assets transferred, neither 
could a receiver, and thus his appointment would be of no 
avail. 


The same statutory limitation was given effect in Dela- 
ware Trust Co. v. Elder & Co., 12 Del.Ch. 362, 112 A. 370 
(Del. 1920). In Delaware Trust the receiver could not 
set up a defense against conditional vendors who «aileged 
noncompliance with the Uniform Conditional Sales Act 
and who claimed an equitable lien on the corporate assets. 
The court said: 


‘‘What rights, then, has the receiver acquired respect- 
ing the property as against the vendors? The receiver 
acquired none as representing either the buyer or its 
creditors, for none of them had any rights as against 
the vendors.’’ (112 A. at 370) 


See also In re Frederica Water, Light & Power Co., 10 
Del.Ch. 362, 93 A. 376 (1915). 


Reliance by the court below on Pettit v. American Stock 
Exchange, 217 F.Supp. 21 (S.D.N.Y. 1963), Buttrey v. Mer- 
rill Lynch, Pierce, Fenner & Smith, Inc., 410 F.2d 135 
(7th Cir.), cert. denied, 396 U.S. 838 (1969) and Seligson v. 
New York Produce Exchange, 378 F.Supp. 1076 (S.D.N.Y,. 
1974), appeal docketed sub nom. Miller v. New York Pro- 
duce Exchange, No. 75-5024 (2d Cir. February 2, 1976), 
was misplaced. Hach of those cases involved the powers of 
a trustee in bankruptcy under federal law. 


As the court below noted, although the roles of a trustee 
in bankruptcy and an insolvency receiver may be similar 
(405 F.Supp. at 1038 n.11, JA-215a), their powers and 
source of authority are different and they do not have equal 
standing to bring suit. Accordingly, it does not follow that 
simply because a trustee in bankruptcy has standing, an 
insolvency receiver has the same standing. The court below 
cited Rockwood v. Foshay, 66 F.2d 625, 630 (8th Cir. 1933), 
for the proposition that a receiver lacks standing to pros- 
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ecute creditors’ claims (405 F.Supp. at 1035, JA-223a). 
In Rockwood, the court recognized, in terms which render 
any analogy to a trustee in bankruptcy inapposite, the 
limitations on a receiver’s standing to sue. Cases allowing a 
trustee in bankruptcy to sue where the corporation may not 
have sued are based on the specific statutory powers given 
to a trustee under the Bankruptcy Act (11 U.S.C. $1 e¢ 
seq. (1970)). Those powers confer the status of an ideal 
creditor. See 4A Collier, Bankruptcy {70.49 at 595-96 
(14th ed. 1976) (reference to §70(c), the so-called ‘‘strong 
arm clause’’). By reason of such status bankruptcy 
trustees stand not only in the shoes of the bankrupt but 
also ‘‘in the overshoes of the creditors.’’ Schneider v. 
O’Neal, 243 F.2d 914, 918 (8th Cir. 1957) ; 4A Collier, Bank- 
ruptcy J 70.04, at 55-59 (14th ed. 1976). 


Indeed, in marked contrast to a receiver under Dela- 
ware law, Delaware Trust Co. v. Elder & Co., supra, the 
trustee of a bankrupt vendee may prevail wherever a credi- 
tor, hypothetical or actual, would. Bankruptcy Act § 70(c) 


(11 U.S.C. §110(c)); Virshup v. Industrial Bank of Com- 
merce, 272 F.2d 43, 45 (2d Cir. 1959); First Nat’l Bank v. 
Phillips, 261 F.2d 588 (5th Cir. 1958); Earhart v. Callan, 
291 F.2d 160 (9th Cir.), cert. denied, 350 U.S. 829 (1955) ; 
Maguire v. Gorbaty Bros., 133 F.2d 675 (2d Cir. 1943) ; 4A 
Collier, Bankruptcy § 70.57, at 660-61 (14th ed. 1976). 


There is, thus, no basis in state or federal law for per- 
mitting Lank to assert a Section 6 claim against the Ex- 
change where Pickard coald not do so. 


B. A member corporation of the Exchange is not among the 
intended beneficiaries of Section 6 of the Exchange Act 
and thus lacks standing to assert such a claim. 


1. Standing to Assert a Statutory Violation Generally. 

The question of standing to assert an implied cause of 
action for breach of statutory duty is virtually identical 
to the question of on whose behalf a private cause of action 
should be implied. That question was recently considered 
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by the Supreme Court in Cort v. Ash, 422 U.S. 66 (1975). 
There, the Court held four factors to be relevant to a 
consideration of when to imply a private cause of action. 
The first factor enunciated was, at 78: ‘‘[I]s the plaintiff 
‘one of the class for whose especial benefit the statute was 
enacted’ ’’. Cort found (at 81-82) that if the plaintiff is not 
within the class for whose especial benefit the statute was 
enacted, he has no cause of action. As shown below, Lank 
fails to qualify under this standard, and he therefore lacks 
standing to pursue this action. 


2. Section 6 is Designed to Protect Investors. 

Section 6 of the Exchange Act, 15 U.S.C. § 78f, does not 
provide any private right of action. The statute requires 
the registration of national securities exchanges nd, as in 
effect at the relevant time, provided in part*: 


“(REGISTRATION or NatronaL Securities ExcHancsEs 


“‘Sec. 6. (a) Any exchange may be registered with 


the Commission as a national securities exchange un- 
der the terms and conditions hereinafter provided in 
this section, by filing a registration statement in such 
form as the Commission may prescribe, containing the 
agreements, setting forth the information, and ac- 
companied by the documents, below specified: 


**(1) An agreement (which shall not be con- 
strued as a waiver of any constitutional right or 
any right to contest the validity of any rule or 
regulation) to comply, and to enforce so far as is 
within its powers compliance by its members, with 
the provisions of this chapter, and any amendment 
thereto and any rule or regulation made or to be 
made thereunder; 


‘*(2) Such data as to its organization, rules 
or procedure, and membership, and such other in- 
* The two texts of Section 6 as enacted and in effect at all relevant 


times and as amended by the Securities Reform Act of 1975 are repro- 
duced in the addendum at pp. A-1 and A-2. 
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formation as the Commission may by rules and 
regulations require as being necessary or appro- 
priate in the public interest or for the protection 
of investors; 


‘‘(b) No registration shall be granted or remain in 
force unless the rules of the exchange include pro- 
vision for the expulsion, suspension, or disciplining of 
a member for conduct or proceeding inconsistent with 
just and equitable principles of trade, and declare that 
the willful violation of any provisions of this chapter 
or any rule or regulation thereunder shall be con- 
sidered conduct or proceeding inconsistent with just 
and equitable principles of trade. 


‘“(d) if it appears to the Commission that the 
exchange applying for registratio” ‘s so organized as 
to be able to comply with the provisions of this chapter 
and the rules and regulations thereunder and that the 


rules of the exchange are just and adequate to insure 
fair dealing and to protect investors, the Commission 
shall cause such exchange to be registered as a na- 
tional securities exchange. 


‘<(f) An exchange may, upon appropriate applica- 
tion in accordance with the rules and regulations of 
the Commission, and upon such terms as the Commis- 
sion may deem necessary for the protection of mves- 
tors, withdraw its registration.’’ (emphasis added). 


The stated object of Section 6 is to maintain just and equi- 
table principles of trade in order to protect investors. The 
only specified class of beneficiaries of Section 6 is investors.* 


* Section 19, 15 U.S.C. § 78s, which grants to the Commission 
powers with respect to exchanges additional to the powers granted 
in Section 6, also limits the class of beneficiaries to investors. Section 
19 as enacted and in effect at all relevant times is reproduced in the 
addendum at p. A-9. 
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Under Cort v. Ash, supra, a cause of action may be implied 
only on behalf of that class. 


3. The Legislative History Confirms thet Section 6 was In- 
tended to Benefit Public Customers Only. 


The lesislative intent as to the protected class is re- 
flected in the Exchange Act’s statement of its purpose: 


‘‘For the reasons hereinafter enumerated, transac- 
tions in securities as commonly conducted upon securi- 
ties exchanges and over-the-counter markets are af- 
fected with a national public interest which makes it 
necessary to provide for regulation and control of such 
transactions and of practices and matters related 
thereto....’’ (Sec. 2, 15 U.S.C. § 78b) 


The stated purpose of the legislation with respect to ex- 
changes is to protect the customers who transact business 
through brokers on these exchanges. Nowhere is there 
evidenced any purpose to protect the brokers. 


One of the major concerns of Congress leading to the 
enactment of the Exchange Act was fraud and manipulation 
in the public trading of corporate securities. As stated in 
the Senate Report: 


‘<The three principal problems with which the bill 
deals are the excessive use of credit for speculation, 
the unfair practices employed in speculation, and the 
secrecy surrounding the financial condition of cor- 
porations which invite the public to purchase their 
securities.’’ (S. Rep. No. 792, 73d Cong., 2d Sess. 5 
(1934) ) 


With respect to the regulation of exchanges, the congres- 
sional concern related to the control of trading on ex- 
changes as markets and to the inadequacy of self-regula- 
tion. The Senate Report noted: 


‘*3. Inadequacy of Self-Regulation of Exchanges 


Stock exchanges have hitherto resisted proposals 
for their regulation by any governmental agency, on 
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the ground that they are sufficiently able to regulate 
themselves to afford protection to investors. Especially 
during periods of popular agitation, or when legisla- 
tive action has been threatened, the exchanges have 
taken steps to raise the standards for the conduct of 
business by their members and to require corporations 
to furnish more adequate information for the benefit 
of investors. Such attempts, however, far from pre- 
cluding the necessity for legislative action, emphasize 
its need.’’ (S. Rep. No. 792, 78d Cong., 2d Sess. 4 
(1934)) (emphasis added) 


The Report reflects the concern of the Senate with public 
trading of shares of stock of corporations listed on ex- 
changes. The Report clearly distinguishes two areas of 
concern: (1) the conduct of members of exchanges and (2) 
the conduct of corporations whose shares are traded on 
exchanges. Both areas were of interest insofar as they 
affected customers’ public trading in corporate securities. 
The object was to protect customers against misconduct 
by members of exchanges or by corporations whose shares 
are traded on exchanges, 


The concern was similar in the House. The House Re- 
port, in its introductory paragraph, indicates that the pur- 
pose of the legislation is: 


‘*. , . to prevent inequitable and unfair practices on 
such exchanges and markets, and for other purposes. 
...? (H.R. Rep. No. 1383, 738d Cong., 2d Sess, 1 
(1934) ) 


The House Report stated the general purpose of the 
Exchange Act as follows: 


‘“‘[T]o regulate the stock exchanges and the ~elation- 
ships of the investing public to corporations which 
invite public investment by listing on such exchanges.’’ 
(H.R. Rep. No. 1383, 73d Cong., 2d Sess. 2 (1934)) 
(emphasis added) 
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The House Report reveals concern with regulating the ex- 
changes aS markets where the public customer trades in 
listed corporate securities. The following excerpts are 
representative: 


‘The bill... is simply an earnest attempt to make 
belated intelligent adjustments, long required by chang- 
ing conditions, in a faulty system of distributing shares 
in corporate enterprise among the public, ... (Id. at 3) 


* * * 


‘‘Since the war the interest of the public at large in 
the ownership of corporate enterprise has grown big- 
ger, the size of the corporate unit has increased, the 
diffusion of corporate ownership has widened, all cor- 
relatively. (Id. at 3) 

* * * 
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. significant growth in size and importance of 
the exchanges and the business they do with the public 
one Cl. ot 4) 
* * * 

‘‘As a complex society so diffuses and differentiates 
the financial interests of the ordinary citizen that he 
has to trust others and cannot personally watch the 
managers of all his interests as one horse trader watches 
another, it becomes a condition of the very stability of 
that society that its rules of law and of business prac- 
tice recognize and protect that ordinary citizen’s de- 
pendent position. (Id. at 5) 


“The bill proceeds on the theory that the exchanges 
are public institutions which the public is invited to use 
for the purchase and sale of securities listed thereon, 
and are not private clubs to be conducted only in 
accordance with the interests of their members.’’ (Jd. 
at 15) (emphasis added) 


Congress wanted to insure that brokers and dealers, the 
professional traders, and the corporations whose shares 
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they traded, dealt honestly and fairly with the public cus- 
tomers. Congress was not concerned with providing any 
protection to the brokers and dealers themselves. 


In addition to the broad conce. Congress had with the 
regulation of trading in corporate securities on exchanges 
for the protection of public customers, there were a number 
of specific concerns which led to enactment of the Exchange 
Act. One of these related to manipulations of the securities 
markets by the brokers and dealers using the facilities of 
an exchange, sometimes in concert with others, through 
pooling arrangements. The antagonistic interests of cus- 
tomers and brokers were nowhere more evident. The Senate 
Banking Committee reported that these pooling arrange- 
ments affected the prices of securities to the benefit of 
exchange members and other pool participants and to the 
detriment of public investors: 


‘‘Both (a broker’s) personal interest and his -bli- 
gation to the other participants (in the pool) inevitably 
clash with the duty of unswerving loyalty and ungrudg- 
ing disclosure which he owes to his customers. How- 
ever honest his intentions, an interest in a pool prompts 
him to encourage his customers to purchase the securi- 
ties which are the subject of the poo! operations. It 
is difficult to perceive how he could act disinterestedly 
on behalf of a customer if such action would be inimical 
to the welfare of the pool. The conclusion is inescapable 
that members of the organized exchanges who had a 
participation in or managed pools, while simultaneously 
acting as brokers for the general public, were repre- 
senting irreconcilable interests and attempting to dis- 
charge conflicting functions.’’? (Senate Comm. on Bank- 
ing and Currency, Report on Stock Exchange Practices, 
S. Rep. No. 1455, 73d Cong., 2d Sess. 36 (1934) ) (empha- 
sis added) 


The concerns of the Senate Committee on Banking and 
Currency were similar to those of the other congressional 
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committees considering the legislation. The general public 
as investors (customers of exchange members) was the class 
which the Congress wished to protect from improper activi- 
ties of exchange brokers and dealers. Congress distin- 
guished between these two groups and enacted legislation 
to protect one (the public investors) from the other (the 
brokers). These concerns and distinctions were expressed 
by Senator Fletcher when he introduced the bill in the 
Senate: 


‘‘The bill just introduced for the regulation of secu- 
rities exchanges is one of the series of steps taken 
and to be taken for the purpose of bringing safety to 
the general public in the field of investment and finance. 
The present step is made necessary by the misfortunes 
of great numbers of our people who have lost part, or 
all, of their savings through unregulated stock ex- 
changes. ... 


‘Tt is in the light of the interests of the general 
public that the bill was drawn. There was no desire to 
hurt the few hundred men who have been obtaining, 
year after year, princely incomes out of the pockets 
of the American people through the operation of ex- 
changes not subject to Government regulations. But 
while there was no desire to hurt these few men, the 
bill was drafted on the theory that the interests of the 
general public are paramount and that an end must be 
put to any mulcting of the general public for the benefit 
of a few insiders. The c -nsequence of this legislation 
is likely to be that the insider who has relied upon his 
ability to take advantage of the unprivileged outsider 
will suffer; but this is unavoidable if the American 
people as a whole are to be protected froin such per- 


sons.... 
* % * 


‘¢, .. Although the bill does not prohibit all specu- 
lative activities on stock exchanges, its purpose is to 
make stock exchanges market places for investors and 
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not places of resort for those who would speculate or 
gamble. 


‘‘The purpose of the ill is to insure to the public 
that the securities exchanges will be fair and open 
markets. The bill seeks to protect the American people 
by requiring brokers on these exchanges, members of 
these exchanges, to be wholly disinterested in per- 
forming their services for their clients and for the 
American people trading on the exchanges. 


‘*. . . Under this bill the securities exchanges will 
not only have the appearance of an open market place 
for investors but will be truly open to them, free 
from the hectic operations and dangerous practices 
which in the past have enabled a handful of men to 
operate with stacked cards against the general body of 
the outside investors.’’ (78 Cong. Rec. 2270-71 (1934)) 
(emphasis added) 


These congressional concerns led to the regulation of 


exchanges embodied in Sections 6 and 19 of the Exchange 
Act ‘‘for the protection of investors,’’ 7.e., those members 
of the public who trade through members of exchanges in 
order to invest in corporate securities. Congress was not 
concerned with protecting the very organizations of 
brokers, such as Pickard, which were the constituent mem- 
bers of the exchange. 


The importance of looking to congressional intent to 
determine the parameters of implied causes of action has 
recently been emphasized by the Supreme Court in Ernst 
& Ernst v. Hochfelder, 96 S.Ct. 1875 (March 30, 1976) ; 
Cort v. Ash, supra; Blue Chip Stamps v. Manor Drug 
Stores, 421 U.S. 723 (1975); and Securities Investor Pro- 
tection Corp. v. Barbour, 421 U.S. 412 (1975). That Cort 
vy. Ash, supra, had not been decided at the time of the motion 
below may have contributed to the court’s misinterpreta- 
tion of the parameters of a Section 6 action, which are 
evident from a reading of the legislative history. That 
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history reveals that public investors are the only members 
of the class for whose especial benefit the statute was passed. 


This reading of the legislative intent is borne out by 
the recent enactment of the Securities Investor Protection 
act (SIPA’’), 15 U.S.C. §78aaa. In SIPA, Congress 
had occasion for the first time to define the term ‘2us- 
tomer”’ or ‘‘investor’’ in the context of exchange member 
organizations. SIPA was enacted in 1970 as a result of 
the failure of numerous broker-dealers, such as Pickard. 
The failures of these broker-dealers caused losses not only 
to the customers but to the brokerage community as well. 
Nevertheless, the protection of Section 6 of SIPA was 
extended only to ‘‘customers’’, which: 
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. . Shall not include any person to the extent that 
such person has a claim for property which by con- 
tract, agreement, or understanding, or by operation 
of law, is part of the capital of the debtor or is sub- 
ordinated to the claims of creditors of the debtor....’’ 
(15 U.S.C. § 78ff£(¢) (2) (A) (ii) ) 


Although SIPA itself speaks of ‘‘customers’’, the 
House Report on SIPA evidenced concern for ‘‘in- 
vestors’’: 


‘‘The primary purpose of the reported bill is to 
provide protection for investors if the broker-dealer 
with whom they are doing business encounters finan- 
cial troubles. 

* * * 

‘‘While the totality of the rules and regulations 
noted above provide important protections for in- 
vestors, it is clear that these rules are not sufficient by 
themselves to prevent the exposure of customers to 
substantial risk of loss... .’’ (H.R. Rep. No. 1613, 
91st Cong., 2d Sess. 1, 3 (1970)) 


This Court recently dealt with the SIPA definition of 
customer in Securities Investor Protection Corp. v. Mor- 
gan, Kennedy & Co., Inc., 533 ¥.2d 1314, at 1317 (2d Cir.), 
cert. denied, 44 U.S.L.W. 3719 (June 15, 1976), and noted 
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that ‘‘the essential criterion for establishing ‘customer’ 
status’’ was that the individual be ‘‘a public investor.’’ 
The definition was also considered by this Court in J.E£.C. 
v. F.O. Baroff Company, Inc., 497 F.2d 286, at 283 (2d Cir. 
1974), where it noted that in the House Report on SIPA: 
‘* investors’ is used synonymous!y with ‘customers.’ ’’ 
The broker-dealer itself (Pickard) sure’y is in no position 
to recover as a customer or to be included within the bene- 
fited class of investors. 


The provisions of SIPA are more than persuasive in 
determining the class that Congress believes is in need of 
protection under the securities laws and thus what ‘‘in- 
vestor’’ means under the Exchange Act. The provisions of 
SIPA expressly amend the Exchange Act: 


‘Except as otherwise provided in this (Act), the 
provisions of the Securities Exchange Act of 1934 
(hereinafter refer » as the ‘1934 Act’) apply as 
if this (Act) cons.’ .«d an amendment to, and was 
included as a section of, such Act.’’ (15 U.S.C. §78bbb 
(1970)) 


Thus, the definition of customer, and its identity with the 
term investor, as used in SIPA and as part of the Ex- 
change Act itself, is decisive as to the class Congress in- 
tended to protect. 


That the protection of Section 6 of the Exchange Act 
runs to the public customer of the member, and not to the 
member organization, is further supported by recent Com- 
mission regulations. The rules of the Commission promul- 
gated pursuant to Section 15(c) of the Exchange Act 
relating to the financial responsib‘lity of broker-dealers 
in over-the-counter markets specifically define those who are 
in need of protection as ‘‘customers’’ and define that term 
as follows: 


‘*(1) The term ‘customer’ shall mean any person 
from whom or on whose behalf a broker or dealer 
has received or acquired or holds funds or securities 


for the account of such person, bat shall not include a 
broker or dealer, or a general, special or limited 
partne. or divector or officer of a broker or dealer, or 
aay person to the extent tha: such person has a claim 
for property or funds which by contract, agreement or 
understanding, or by opsvation of law, is part of the 
capital of the bro.cr or dealer or is subordinated to 
tke claims of creditors of the brcker or dealer... .’’ 
(17 C.F.R. § 240.15¢3-3(a) (i1975)) 


Thus, in one of the specific areas in which Pickard was 
allegedly in violation of Exchange rules, financial responsi- 
bility, the Commission considers only customers to be 
entitled to the statutory protections. 


4. Decisions in Private Actions Brought Against an Exchange 
for Breach of its Statutory Duty Under Section 6 Show 
that the Action Lies on Behalf of Public Customers Only. 


The first case implying a private right of action under 
Section 6 was Baird v. Franklin, 141 F.2d 238 (2d Cir.), 
cert. demed, 323 U.S. 737 (1944). Baird arose from the 
conversion of customers’ securities by a member of the 
Exchange. The Exchange had been put on notice of the 
conversion and had taken no action. This Court found a 
right of action on behalf of the customers but directed 
judgment for tae Exchange because there had been no 
proof that the Exchange’s breach of duty had caused the 
plaintiffs’ damage. Judge Clark, who dissented on the 
issue of causation, gave careful analysis to the legislative 
purpose and said: 


‘‘(T}he Act was enacted for the benefit and protection 
ot customers of members of registered exchanges and 
of such members of the general public, including plain- 
tiffs, as might carry on security transactions with 
members of a registered exchange ...’’(141 F.2d at 242) 
and: 

‘‘One of the primary purposes of Congress in en- 
acting the Securities Exchange Act of 1934 was to 
protect the general investing public.’’ (Id. at 244) 
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Baird confirms the Exchange’s position that Section 6 
was enacted for the especial benefit of public customers of 
exchange members. 


There have been a number of subsequent cases against 
exchanges which have discussed the duty that may be en- 
forced in a private action under Section 6. The vast bulk 
of such cases was brought by customers. L.g., Butter- 
man v. Walston & Co., Inc., 387 F.2d 822 (7th Cir. 1967), 
cert. denied, 391 U.S. 913 (1968); Rich v. New York Stock 
Exchange, 379 F.Suy >. 1122 (S.D.N.Y. 1974), rev’d on 
other grounds and remanded, 522 F.2d 153 (2d Cir. 1975) ; 
Schonholtz v. American Stock Exchange, Inc., 376 F.Supp. 
1089 (S.D.N.Y. 1974), aff’d, 505 F.2d 699 (2d Cir. 1974) ; 
Marbury Management, Inc. v. Kohn, Wood, Walker & Co., 
373 F.Supp. 140(S.D.N.Y. 1974) ; Steinberg v. Merrill Lynch, 
Pierce, Fenner & Smith, Inc., [1973-74 Transfer Binder] 
CCH Fed.Sec.L.Rep. { 94,599 (S.D.N.Y. 1974) ; Hochfelder v. 
Midwest Stock Exchange, 350 F.Supp. 1122 (N.D. Ill. 1972), 
aff’d, 503 F.2d 364 (7th Cir.), cert. denied, 419 U.S. 875 
(1974). Standing was not at issue in these cases. 


One case which did focus specifically on the question of 
standing to assert a Section 6 private action was Caddell v. 
Goodbody & Co., [1973 Transfer Binder] CCH Fed.Sec.L. 
Rep. 93,938 (N.D.Ala. 1972). Caddell was an action 
against a brokerage firm, the firm’s accountants and the 
Exchange. The plaintiffs in Caddell were the owners of 
three corporations who had sold their interests in the 
corporations in return for stock of the buyer. The action 
was based on fraud in connection with the transaction on 
the part of a partner of the brokerage firm. Plaintiffs 
alleged that the Exchange had permitted its member firm 
to operate in violation of net capital requirements and had 
concealed the firm’s financial position. The corrt recog- 
nized the private right of action under Section 6 but found 
the plaintiffs without standing to assert that right, stating: 


‘‘In summary, it appears that a national exchange 
owes a statutory or contractual duty to reasonably 
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supervise its members to prevent damage to customers. 
If the New York Exchange had knowingly allowed 
Goodbody & Co. to violate exchange rules adopted in 
part for the protection of customers, a customer of 
Goodbody who could trace his losses to the exchange’s 
failure to act might have a cause of action against the 
exchange. The Caddells were not customers of Good- 
body, and this court finds that the duty of the exchange 
does not run to the benefit of the plaintiffs in the 
posture of the Caddells.’’ (Jd. at 93,739) 


Only a few cases have involved more than the complaint 
of a member broker’s customer against a broker alleging 
that the exchange failed properly to supervise its member 
broker. Among those few cases, only New York Stock Ex- 
change, Inc. v. Sloan, 394 F.Supp. 1303 (S.D.N.Y. 1975), 
another decision by Judge Lasker, contains an independent 
analysis of the standing question.* The cases decided sub- 
sequent to Sloan simply follow the Sloan, or Lank, analyses. 


Sloan was an action by the Exchange and the Trustees 
of the Exchange’s Special Trust Fund to recover money 
expended to safeguard the interests of the public customers 
of Orvis Brothers & Co., a member organization of the 
Exchange. Certain defendants in Sloan, general partners, 
limited partners and subordinated lenders of Orvis, as- 
serted counterclaims against the Exchange based on Sec- 
tion 6 of the Exchange Act. The Exchange moved to 
dismiss these counterclaims for lack of standing. The court 
granted the motion as to defendants who were general part- 
ners and denied the motion as to other defendants. The 
decision to dismiss the counterclaims of general partners 
was based on the court’s finding that the Exchange rules at 
issue in Sloan, which are the sanie rules at issue here, were 
designed to govern the conduct of the general partners and 


* The Exchange’s petition for § 1292(b) certification in Sloan 
was denied on the ground that, because there were many other issues 
and parties, immediate appeal would not advance ultimate termination 
of the action. 
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not designed to protect those partners. (394 F.Supp. at 
1311) The court noted, at 1311: 


‘<The Exchange cannot have failed to enforce the rules 
unless the general partners failed in the first instance 
to comply with them... .’’ 


Indeed, in Sloan, the court agreed with the Exchange’s 
argument: 


‘‘[T ]hat it would mock the statutory scheme to ‘allow 
a member who is part of the entity charged with the 
duty of enforcement to assert a violation of that duty.’ ”’ 
(394 F.Supp. at 1312) 


It can be seen that under the rationale of Sloan, the re- 
ceiver’s claim must fail, particularly since Sloan was decided 
prior to the Supreme Court’s decision in Cort v. Ash, supra, 
that the plaintiff must be one for whose ‘‘especial’’ benefit 
the statute was enacted. Applying that requirement to 
Sloan would have defeated all the counterclaims and defeats 
Lank’s claim here. As the Sloan court noted, the ‘‘ primary’’ 
purpose of the Exchange Act was the protection of public 
customers. (394 F.Supp. at 13808) Inasmuch as the interests 
of public customers are oftentimes antagonistic to those of 
Exchange members, it cannot be said that Section 6 was en- 
acted for the especial benefit of both groups. As is evident 
from the review of the legislative history above, Congress 
sought to protect the public customer from the brokers who 
were exchange members. (See pp. 11-19, supra). The Ex- 
change contends that the decisions below and in Sloan were 
in error by permitting suit by other than public customers. 


The order of the court below may be sustained only by 
finding that the member organizations of the Exchange are 
the group for whose especial benefit Section 6 was enacted. 
The court below made no such finding. Nor did any of 
the cases relied upon. Most of the cases were decided 
before Cort v. Ash, supra, and do not conform to its holding. 
Indeed, the numerous lower court cases have quite naturally 
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built upon each other, creating a body of law on standing 
which has not been subjected to appellate scrutiny and is 
inconsistent with the Supreme Court’s recent teachings. 
Those cases include Buttrey v. Merrill Lynch, Pierce, Fenner 
& Smith, Inc., 410 F.2d 135 (7th Cir.), cert.denied, 396 U.S. 
838 (1969); Seligson v. New York Produce Exchange, 378 
F.Supp. 1076 (S.D.N.Y. 1974), appeal docketed, sub nom. 
Miller v. New York Produce Exchange, No. 75-5024 (2d Cir. 
February 2, 1976) ; Pettit v. American Stock Exchange, 217 
F.Supp. 21 (S.D.N.Y. 1963) ; Hughes v. Dempsey-Tegeler ¢ 
Co., [1973 Transfer Binder] CCH Fed.Sec.L.Rep. { 94,133 
(C.D. Cal. 1973), aff’d, 534 F.2d 156 (9th Cir. 1976) ; Wein- 
berger v. New York Stock Exchange, 335 F.Supp. 139 
(S.D.N.Y. 1971); Bright v. Philadelphia-Baltimore-Wash- 
ington Stock Exchange, 327 F.Supp. 495 (E.D. Pa. 1971). 


Pettit v. American Stock Exchange, supra, was an ac- 
tion by corporate reorganization trustees, appointed pur- 
suant to Chapter X of the Bankruptcy Act, alleging a con- 
spiracy resulting in a fraudulent distribution of stock of 
the corporation in violation of Section 10 of the Exchange 
Act and the rules thereunder. While recognizing the 
general proposition that an exchange’s duties run to the 
investing public only, the court permitted the action to 
continue against the exchange because of the exchange’s 
alleged actual participation in the conspiracy. Not only is 
Pettit entirely different from this case in that the thrust 
of the Pettit allegations was not, as here, that the exchange 
failed to supervise its member, but furthermore Pettit 
did not have the benefit of the Cort v. Ash guidelines. 


As Judge Lasker noted, the decision in Buttrey v. Mer- 
rill Lynch, Pierce, Fenner & Smith, supra, is ‘‘ aot directly 
applicable’’ to this case. (405 F.Supp. at 1038, JA-230a) 


Seligson v. New York Produce Exchange, supra, a case 
arising out of the ‘‘salad oil swindle’’, is equally inappo- 
site. Seligson was brought by the trustee in bankruptcy 
of Ira Haupt & Co., a commodities broker against, inter 
alia, a commodities exchange. Although commodities ex- 
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changes are not wholly dissimilar from securities exchanges, 
they are established pursuant to a different act with 
different legislaiive history, and their duties are pre- 
seribed by that act. Commodity Exchange Act, 7 U.S.C. 
§§1 et seg. Unlike the Exchange Act, that act imposes a 
specific obligation on commodities exchanges to maintain 
an orderly market. (7 U.S.C. §7(d)) Moreover, the legis- 
lative history evidences a concern for the welfare of those 
in the plaintiff’s position. Furthermore, the Seligson court 
noted: 


‘|, [T]he doctrine of in pari delicto must give way, 
at least insofar as defendants are charged with inten- 
tional failure to maintain the market. A different rule 
may be appropriate where ple:ntiff has acted wantonly 
and wilfully, and where defendant merely has been 
negligent... .’’ (378 F.Supp. at 1086) 


That different rule is clearly appropriate here. Although 
the court below, likening its decision to that in Seligson, 
said (405 F.Supp. at 1039, JA-231a): ‘‘. . . the ultimate 
beneficiaries of any recovery by Lank are third parties who 
share no culpability for Pickard’s wrongdoing and ultimate 
demise,’’ it had no basis in the record for doing so. In 
fact, all of the voting stockholdors of Pickard, who may 
share in a distribution of the estate, were officers of Pick- 
ard, were charged by the Exchange for their activities at 
Pickard (JA-165a), were found responsible for the wrong- 
doing, and were disciplined. 


In Bright v. Philadelphia-Baltumore-Washington Stock 
Exchange, supra, the plaintiff was a member of the ex- 
change who alleged he had been improperly excluded from 
the exchange’s board. Bright proceeds on the theory that 
due to the nature of exchanges, they may be required to 
enforce their rules with equity and fairness. See Silver v. 
New York Stock Exchange, 373 U.S. 341, 361 (1963). Bright 
has no relevance to the claim made here, and, in any event, 
preceded Cort v. Ash and thus did not consider its require- 
ments. 
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The plaintiff in Hughes v. Dempsey-Tegeler & Co., 
supra, had been a customer who becanie a subordinated 
lender to that member organization. Decided prior to 
Cort v. Ash, the court found that plaintiff had pleaded 
a claim under Sections 12 and 17 of the Securities Act of 
1933, 15 U.S.C. §¢ 771, 77q, and under Sections 6 and 10 
of the Exchange Act against the Exchange. With respect 
to the Section 6 claim, the district court said: 


‘* Accordingly, Hughes did have a private right of ac- 
tion against the Exchange for an alleged violation of 
its section 6 duties toward Dempsey under the Securi- 
ties Exchange Act. The measure of this duty as ap- 
plied to the facts of this case, ie. whether the Ex- 
change abused its discretion, or otherwise violated its 
statutory charge, depends to a certain extent upon 
Hughes’ status, and, to a greater extent, upon the 
nature and amount of information to which Hughes 
had aeccess—or to which he should have had access. 
These are questions which must be reserved for a 


simultaneous treatment of Hughes’ relationship with 
the other principal characters, and of the evolution 
of the subordination agreement.’’ ([1973 Transfer 
Binder] CCH Fed.Sec.L.Rep. { 94,133 at 94,539-40) 


Thus, the Hughes decision avoided a consideration of 
standing under Section 6. In affirming the dismissal of the 
action following trial, the Court of Appeals for the Ninth 
Circuit gave minimal treatment to the question of plain- 
tiff’s standing. In a footnote the court commented upon, 
but did not deal with the standing question, relying en- 
tirely on Judge Lasker’s opinion in Sloan. (534 F.2d at 
165 n.4) Indeed, the Hughes court’s failure to focus on 
standing is further illustrated by its footnote 5, at 166, 
where it considered the implication of a private right of 
action under Section 6. The court’s cursory treatment of 
Cort v. Ash, supra, and Securities Investor Protection Corp. 
v. Barbour, supra, indicates that it did not consider how 
the question of when to imply a private cause of action 
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relates to the question of on whose behalf a cause may be 
implied. The fact that a private cause of action may be 
implied on behalf of the class for whose especial bene- 
fit the statute was enacted, obviously does not mean that 
a cause of action is to be implied on behalf of any plaintiff 
who asserts such a claim. Neither Hughes nor Lank falls 
within the class protected by Section 6. 


Weinberger v. New York Stock Exchange, supra, con- 
sidered only whether the plaintiff’s action was barred by 
the applicable statute of limitations. The court held that 
the plaintiff was the third-party beneficiary of the ‘‘agree- 
ment’’ between the Exchange and the Commission required 
by Section 6(a) of the Exchange Act because: 


‘“‘The agreement with the SEC by the Exchange ‘was 
made for the benefit and protection of investors, of 
which plaintiff is one’ (Amended Compl. P 14).’”’ (335 
F.Supp. at 142) 


The court did not analyze plaintiff’s standing. Instead, it 
relied on his allegation that he was an investor. In fact, 
the plaintiff in Weinberger had been a limited partner of 
the member organization. 


Two recent decisions have followed Judge Lasker’s de- 
cisions in Sloan and Lank without consideration of Cort v. 
Ash, supra. Carr v. New York Stock Exchange, [1975-76 
Transfer Binder] CCH Fed.Sec.L.Rep. { 95,563 (N.D.Cal. 
1976) ; Collins v. PBW Stock Exchange, Inc., 408 F.Supp. 
1344 (E.D.Pa, 1976). In Carr the court observed: 


‘‘Defendants contend that by §6 Congress intended 
to protect only the public customers of the Exchange 
and not private investors in the brokerage houses them- 
selves, This contention is not without merit. There 
were no such investors in 1934 because brokerage 
houses were not permitted to incorporate until 1953. 
In addition, in 1970 Congress specifically excluded in- 
vestors in brokerage houses from the protection af- 


27 


forded Exchange ‘customers’ in the Securities Inves- 
tors Protection Act.’’ ([1975-76 Transfer Binder] CCH 
Fed.Sec.L.Rep. {95,563 at 99,808) 


However, the Carr court felt constrained by the decisions in 
Hughes, Wemberger and Sloan to find a congressional in- 
tent to protect ‘‘all parties likely to be harmed’’ (id. at 
99,808), and thus to find the plaintiffs, who were employees 
and stockholders of a member organization, to have stand- 
ing. However, there simply is no basis in the legislative 
history for finding such an unlimited congressional intent. 
Moreover, such an approach is contrary to the guidelines 
set out by the Supreme Court in Ernst & Ernst v. Hoch- 
felder, supra; Cort. v. Ash, supra; and Blue Chip Stamps v. 
Manor Drug Stores, supra. 


The Collins action was brought by the trustee of the 
estate of a member of the Philadelphia-Baltimore-Washing- 
ton Stock Exchange, Inc. (‘‘PBW’’) against PBW under 
Section 6 of the Exchange Act and Section 9(c) of SIPA, 
alleging PBW negligently failed to enforce its rules against 
the debtor-member and failed to prevent the debtor-mem- 
ber’s violation of an order of PBW. The court properly 
enunciated the test for standing as ‘‘whether the party as- 
serting a cause of action is within the class intended to be 
benefited ...’’. (408 F.Supp. at 1348) The court, however, 
failed to judge the plaintiff’s standing under this test, 
proceeding from its statement of the test to a consideration 
of the availability of the defense of estoppel. The Collins 
court’s ‘‘progressive’’ approach to standing (408 F.Supp. 
at 1348) cannot be reconciled with Cort v. Ash, supra. More- 
over, the assumption in Collins that a broader implied right 
will afford greater protection to the investing public (408 F. 
Supp. at 1346-47 n. 1 and 1348) is unfounded. Finding a 
duty to different parties, such as the investing public and 
the member organization, may very well not result in the 
greatest protection to the investor. (See Point IB6, infra) 
Nor will the net result be an added stimulus to compliance, 
as suggested by the Collins court. (Id. at 1347) If each 
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member organization feels it can look to the Exchange if it 
fails to comply, it will not be encouraged to attend to its 
own compliance. 


The Exchange contends that Sloan (to the extent it 
found limited partners and subordinated lenders to have 
standing) was incorrecily decided. But even if Sloan and 
its progeny were rightly decided, they do not support the 
result reached below. In Sloan, the court differentiated 
those it found responsible for and empowered to effect a 
member organization’s compliance with the Exchange Act 
and rules and regulations thereunder (partners of the mem- 
ber firm) from those who were not (limited partners and 
subordinated lenders). This same distinction supports the 
result in all cases where the plaintiff was not a customer, 
except the instant action and Collins. In Sloan, those re- 
sponsible for the member organization’s compliance (the 
partners) were held to lack standing to assert the Hx- 
change’s alleged breach of duty. Yet, here the court has 
found the member organization itself able to assert the Ex- 
change’s failure to prevent that member organization’s very 
own transgressions. Thus, the object of the regulation, the 
entity charged with compliance, the entity responsible for 
its own compliance and for that of its officers, directors and 
employees may charge the Exchange with liability for the 
organization’s very own failings. The member organiza- 
tion, a part of the entity charged with the duty of enforce- 
ment, would simply be accusing itself as a member of the 
aggregate body. The actual violator would recover against 
the other Exchange members who did not participate in the 
violation. Such a result would controvert the policies of 
the Exchange Act. 


5. The Distinction Between the Exchange Member and the 
Public Customer has been Recognized in Analogous Cir- 
cumstances. 


Differentiating between the customer and the broker 
as a proper object of protection is supported by substantial 
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- judicial precedent. Such a distinction has been made under 
the securities laws in analogous cases. In Wilko v. Swan, 
346 U.S. 427 (1953), the Supreme Court held that a custo- 
mer of a member organization could not be required to 
arbitrate claims against the organization, despite his agree- 
ment to do so, if those claims were based on alleged viola- 
tions of the federal securities laws. The securities laws 
were enacted to protect such customers, and pursuant to 
Section 14 of the Securities Act of 1933 (15 U.S.C. § 77n), 
such claims cannot be waived. However, persons with the 
appropriate privity to the Exchange, such as partners of 
member firms and subordinated lenders to member firms, 
are not given the same protection. 


In Coenen v. R.W. Pressprich & Co., Inc., 453 F.2d 1209, 
at 1213 (2d Cir.), cert. denied, 406 U.S. 949 (1972), analyz- 
ing Wilko, this Court said: 


‘*Secondly, Wiko involved a dispute between an 
investor and a member of a national securities ex- 
change, not a ‘dispute between members.’ 


% * * 


‘*{TJhe policy considerations relied on by the Supreme 
Court in Wilko are inapposite here. The Supreme 
Court found that the non-waiver provision there in- 
volved was designed to protect investors. ... Without 
such provision, financial houses might escape statutory 
liability by taking advantage of the inferior bargaining 
position of customers. But the legislative policy of 
protecting investors will not be thwarted by compell- 
ing an exchange member to arbitrate....’’’ (emphasis 
added) 


This Court differentiated an investor from a member and 
held only the investor entitled to the protections of the 
securities laws. Similarly, in McDonnell ¢ Co., Inc., v. 
Cohig, [1970-71 Transfer Binder] CCH Fed.Sec.L.Rep. 
| 92,886, at 90,210 (Sup.Ct.N.Y. Co. 1970), the Wilko case 
was held inapplicable to preclude arbitration of the claimed 
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securities laws violations where plaintiffs were officers of 
a member firm: 


‘¢. .. as officers of the member firm, the claimants need 
not be afforded the same protection as public custo- 
mers of the firm.’’ 


Arbitration is not the only area where distinctions be- 
tween customers and others have been recognized. In the 
context of a bankruptey of a member organization, cus- 
tomers are given special priorities to recover their assets 
even before general creditors. Bankruptcy Act $60e (11 
U.S.C. § 96(e)) 


6. Policy Considerations Require Limiting to Public Cue: 
tomers the Implied Private Right of Action Against the 
Exchange Under Section 6. 


The very nature of an exchange compels distinguishing 
the public customer from the member of the exchange com- 
munity (or investor in the member) and limiting the 
Section 6 implied private right of action to the customer. 
Prior to enactment of the federal securities laws, ex- 
changes were regarded by Congress and the public as pri- 
vate clubs. See e.g., S. Rep. No. 1455, 73d Cong., 2d Sess. 
(1934). The Exchange itself was: 


‘“‘[A] voluntary association of individuals, united, 
without a charter, in an organization for the purpose 
of affording to the members thereof certain facilities 
for the transaction of their business as broers in 
stocks and securities, and a convenient exchange or 
sales-room for the conduct of such transactions.’ 
(Belton v. Hatch, 109 N.Y. 593, 596, 17 N.E. 225, 226 
(1888) ) 


Today, although far from the private club of old, it is 
still true that the Exchange is a membership body whose 
members possess the ultimate authority. 


31 


The Exchange Act itself provides: 


‘‘The term ‘exchange’ means any organization, 
association, or group of persons, whether incorpo- 
rated or unincorporated, which constitutes, maintains, 
or provides a market place or facilities for bringing 
together purchasers and sellers of securities or for 
otherwise performing with respect to securities the 
functions commonly performed by a stock exchange 
as that term is generally understood, and includes the 
market place and the market facilities maintained by 
such exchange.’’ (Sec. 3(a)(1), 15 U.S.C. § 78e(a)(1)) 


Section 6 imposes upon an exchange a duty to enforce 
compliance, insofar as possible, with the Exchange Act and 
rules thereunder by its members. The Exchange Act pro- 
vides : 


‘‘The term ‘member’ when used with respect to an 
exchange means... and includes any firm transacting 
a business as broker or dealer of which a member 
is a partner, and any partner of any such firm.’’ (See. 
3(a), 15 U.S.C. § 78(a)(3)) (emphasis added) 


Thus, Section 3(a) (3) includes within its definition of mem- 
ber the individual member’s brokerage organization. By 
such inclusion the Exchange Act imposes on exchanges the 
duty to enforce compliance by its member organizations. 
This duty necessarily extends to all employees, to all 
owners (investors in a member firm) and to all operations 
of the member firm which might affect a public customer. 
Thus, the aggregate of the membership of an exchange, 
that is, the exchange itself as an entity,* is charged with 


* That an exchange is simply the aggregate of its members was 
recognized in Silver v. New York Stock Exchange, 373 U.S. 341 at 
350 (1963) : “The exchanges are by their nature bodies with a limited 
number of members, each of which plays a certain role in the carrying 
out of an exchange’s activities... .” 
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the duty of enforcing the Exchange Act, the rules there- 
under and the exchange rules, as against its individual 
members, their corporations, officers, directors and em- 
ployees. Those very individuals who as an aggregate are 
charged with the duty of complying and enforcing compli- 
ance are the individuals against whom the public investor 
is to be protected. Thus, the investors who transact busi- 
ness through an exchange are to be protected by the 
aggregate exchange membership against its individual 
members and member organizations, such as Pickard. 
Pickard should not be able to recover against the other 
Exchange members for its very own failure to comply. 


The effort of the court below to justify its result by 
distinguishing the corporation from the individuals who 
act for the corporation is unsupportable. Aside from the 
particular fact here that all of Pickard’s voting share- 
holders were officers and directors an¢ all were disciplined 
for their part in Pickard’s demise, in performing its Sec- 


tion 6 duties the Exchange cen only deal with the member 
corporation through the individuals who run the firm. If 
those individuals cause the corporation to violate the rules 
of the Exchange, appropriate action is taken against the 
corporation as well as the individuals. 


Under the decisions below, the Exchange is confronted 
with the likelihood of conflicting duties. As noted in Carr 
vy. New York Stock Exchange, supra, the interests of mem- 
ber firms, their investors, listed corporations and public 
customers are ‘‘often conflicting.’’ ({1975-76 Transfer 
Binder] CCH Fed.Sec.L.Rep. {| 95,563 at 99,809) In the 
past, when the Exchange has learned that a member or- 
ganization was having difficulty in complying with Ex- 
change rules, it ordinarily intervened to determine the 
extent of the difficulties. If it determined that the member 
organization might be able to corrce-t its problems, the 
Exchange required various remedial steps. See e.g., Rich 
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v. New York Stock Exchange, 379 F.Supp. at 1127. These 
steps are required to protect the customers’ accounts, not 
to protect the capital of the member organization. For 
instance, it might be in the customer’s interest to place 
restrictions on the business of a firm so that the customer 
can obtain quicker and more accurate service. On the other 
hand, such restrictions might reduce profitability to the pre- 
judice of the member organization. Just such restrictions 
were imposed on Pickard to protect its customers. Despite 
the best efforts of the Exchange, the member organization 
might ultimately fail and at that time have less capital than 
if the Exchange had put it out of business at the first sign 
of any difficulty and not concerned itself with the fate of the 
customers’ accounts. Permitting a receiver to bring a 
Section 6 claim on behalf of the defunct member organiza- 
tion for the diminution in capital undercuts the objective 
of customer protection which is the core of the Exchange 
Act. Moreever, permitting such claims may force the 
Exchange to adopt a policy of immediate suspension or ex- 


puision and have a serious disruptive effect on the industry 
and the economy as a whole. See Securities Investor Pro- 
tection Corp. v. Barbour, supra, at 421; Hughes v. Dempsey- 
Tegeler & Co., Inc., supra, 524 F.2d at 166-170. 


In short, the language of the statute and the legislative 
history make clear that when Congress enacted Section 6 
of the Exchange Act, it intended to protect the public 
customers against the professional brokers and their finan- 
cial backers. The law is clear that only the intended bene- 
ficiaries of a statute may prosecute an implied claim for 
breach of that statute. Controlling case law and sound pub- 
lic policy require preserving the congressional objective of 
keeping the public customers, as the intended beneficiaries of 
Section 6, separate from the professional brokers and their 
backers. Since that is so, neither Lank nor any member 
firm or investor in a member firm should be accorded 
standing by any court to prosecute against an exchange an 
implied right of action under Section 6 of the Exchange Act. 
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The three year statute of limitations for an action to 
recover upon a liability created by statute contained in 
CPLR § 214(2) is applicable to the Receiver’s claim 
under Section 6 


The question of the statute of limitations applicable to a 
claim under Section 6, like the question of standing to assert 
such claim, has been considered by numerous lower courts 
without appellate review. Each successive court considering 
the issue has shown a natural reluctance to dispute a co- 
equal court’s holdings and has built on the prior decisions. 
Thus, while the Exchange is confident that this case can 
be disposed of on the standing question, it is important 
that this Court determine the applicable statute of limita- 
tions. 


The court below found the limitations period for con- 
tract claims to be applicable to Lank’s Section 6 claim on the 
theory that Lank was a third party beneficiary of the Ex- 
change’s agreement with the Commission required by Sec- 
tion 6(a) of the Exchange Act. While recognizing that 
Lank did not plead any such theory and that ‘‘the duty has 
its genesis in the statutory provision’’ (405 F.Supp. at 1040, 
JA-234a), the court found the Section 6 duty to be con- 
tractual, and the limitation to be the 6 year provision of 
N.Y. CPLR § 213(2). 


In marked contrast, the court in Wilson v. Meyerson, 
Civ. No. 72-1298 (N.D.Cal. April 7, 1976) (reproduced in the 
addendum at p. A-79, at A-82) held: 


‘‘TThe] local statute of limitations which governs the 
tenth count in this instance is Section 338, subdivision 
1, of the California Code of Civil Procedure. That 
statute provides for a three-year period of limitations 
on bringing ‘[a]n action upon a liability created by 
statute, other than a penalty or forfeiture.’ The cause 
of action raised by Section 6 of the Exchange Act was 
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unknown at common law; it is therefore squarely within 
the language of Section 338, subdivision 1.’’ 


The reasoning of Wilson is by far the sounder. 


Since the Exchange Act does not provide a statute of 
limitations for claims asserted under Section 6, the state 
statute of limitations applies. International Union v. 
Hoosier Cardinal Corp., 383 U.S. 696, 704-706 (1966) ; 
Cope v. Anderson, 331 U.S. 461 (1947). Here the claim 
asserted did not exist at common law. New York Stock 
Exchange, Inc. v. Goodbody & Co., 42 A.D.2d 556, 345 
N.Y.S.2d 58 (1st Dept. 1973); Raldiris v. Simmons, 242 
App.Div. 603, 271 N.Y.S. 1018 (1st Dept. 1934), aff’d, 266 
N.Y. 577, 195 N.E. 208 (1935) (decision of trial court repro- 
duced in addendum at p. A-52); Morganbesser v. New York 
Stock Exchange, [1971-72 Transfer Binder] CCH Fed.See. 
L. Rep. { 93,210 (Sup.Ct.Nassau Co. 1971) ; New York Stock 
Exchange, Inc. v. Pickard & Co., 282 A.2d 651 (Del. Ch. 
1971); Krasnow v. Kern Securities Corp., 175 N.Y.LJ., 
May 17, 1976, p. 8, col. 6 (Sup.Ct.N.Y.Co.). Where there is 
no analogous common law action and the action exists be- 
cause of a statute, the New York cases apply the limitations 
period for a liability created by statute. Frank Shepard 
Co. v. Zachary P. Taylor Publishing Co., 234 N.Y. 465, 138 
N.E. 409 (1923). 


As there is no cause of action against an exchange 
for failing to supervise its members in the absence of 
Section 6, the action, which is implied from the statute, 
would not exist but for the statute, and the three year 
provision of CPLR § 214(2) is applicable. Such a result 
is required by settled law. McClaine v. Rankin, 197 US. 
154 (1905); Platt v. Wilmot, 193 U.S. 602 (1904); McCul- 
lough v. Redevelopment Authority of Wilkes-Barre, 522 
F.2d 858, 867 n.27 (3d Cir. 1975) ; Kaiser v. Cahn, 510 F.2d 
282, 284-85 (2d Cir. 1974); City Messenger Service of 
Hollywood, Inc. v. Capitol Records Distributing Corp., 446 
F.2d 6 (6th Cir. 1971), cert. denied, 404 U.S. 1059 (1972) ; 
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Schram v. Cotton, 281 N.Y. 499 (1939); 53 C.J.S. Limita- 
tions of Actions § 83 (1968). The New York courts have 
adhered to this settled rule. In Bevelander v. Town of 
Islip, 10 A.D.2d 170 at 171-72, 199 N.Y.S.2d 561 (2d Dept. 
1960), the court said: 


‘‘The term ‘a liability created by statute’, as em- 
ployed in this Statute of Limitations, has been defined 
as ‘a liability which would not exist but for the statute’ 
(Shepard Co. v. Zachary P. Taylor Pu>. Co., 234 N.Y. 
465, 468, 188 N.E. 409, 410; see, also Schmidt v. Mer- 
chants Despatch Transp. Co., 270 N.Y. 287, 305, 200 
N.E. 824, 829; 53 C.J.S. Limitations of Actions § 83, 
subd. (a), p. 1051 et seg.; 34 Am. Jur., Limitation 
of Actions, § 48, p. 48). A proper test of whether a 
particular liability is ‘a governmental statutory de- 
nouncement of a human action heretofore unde- 
nounced’ (Fratt v. Robinson, 203 F.2d 627, 635, 37 
A.L.R.2d 636).”’ 


Section 6 imposes on exchanges a duty, from which the 
potential liability is implied, that was unknown at common 
law. But for Section 6, the duty and, thus, the cause of 
action asserted by Lank, would not exist. Whether the 
court looks to Section 6(a)(1) or to Sections 6(b) and (d), 
the action is derived from the statute. Thus, the three 
year provision must be applied. 


A number of cases cited above considered the situa- 
tion, such as that in which the Exchange finds itself, 
where the statute at issue arguably imposed contractual 
obligations. For example, in Platt v. Wilmot, supra, the 
receiver of a national bank sued to recover from the stock- 
holder of a trust company the double liability imposed by 
reason of his stockholding. Dismissal of the action based 
on the New York statute of limitations was affirmed, the 
court noting: 


‘‘We think, within the meaning of section 394, this 
iability was created by statute, as it was by virtue 
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of the statutes that the contractual liability arose. 
The language of the section plainly includes this case. 
It is a liability created by the statute, because the 
statute is the foundation for the implied contract 
arising from the purchase of or subscription for the 
stock, the contract being that the holder of the stock 
shall be liable in accordance with the terms of the 
statute.’’ (193 U.S. at 613) 


When faced with a similar cause of action, the New 
York courts have followed the same analysis and reached 
the same conclusion. In Schram v. Cotton, supra, Judge 
Lehman found the cause of action barred, holding: 


‘*A voluntary promise to assume a duty or liability, 
which the law imposes even where there is no prom- 
ise, creates no new duty or liability. 


* bd * 


‘‘To hold that action to enforce the statutory liability 
imposed upon stockholders of the bank, which has 
been expressly assumed by the stockholders of the 
dominant corporation, is governed by a different Stat- 
ute of Limitations from that which governs an action 
to enforce the statutory liability impliedly assumed 
by the stockholders of the bank when they acquire 
their stock, would exalt form over substance.’’ (281 
N.Y. at 507) 


Application of the contract limitations to Lank’s cause of 
action is just such an exaltation of form over substance. 


Indeed, the force of the authorities was recognized by 
Judge Lasker in his opinion below when he said (405 F.Supp. 
at 1039, JA-232a) : 


‘“‘There is appeal to the rather straight-forward 
proposition that an action based on § 6 of the Securities 
Exchange Act is one which seeks to recover on a liability 
created by statute....’’ 


In Hornbiower & Weeks-Hemphill, Noyes v. Burchfield, 
366 F.Supp. 1364 at 1367 (S.D.N.Y. 1973), Judge Lasker 
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considered such a straightforward proposition conclusive 
in determining the limitation period applicable to a claim 
under Section 7 of the Exchange Act and Regulation T: 


‘‘'TJhe authorities indicate clearly that where a cause 
of action would not exist but for the presence of a 
statute which provides a basis for it, the suit is upon 
‘a liability . . . created or imposed by statute’ within 
§ 214(2).”’ 


This action and Wilson v. Meyerson, supra, are the only 
two cases which deal with an action based on an alleged 
breach of the Section 6 statutory duty. As discussed above, 
Wilson and Lank are in direct conflict. Several other cases, 
Weinberger v. New York Stock Exchange, 335 F.Supp. 139 
(S.D.N.Y. 1971) ; Carr v. New York Stock Exchange, (1975- 
76 Transfer Binder] CCH Fed.Sec.L.Rep. § 95,563 (N.D. 
Cal. 1976); Arneil v. Ramsey, [1975-76 Transfer Binder] 
CCH Fed.Sec.L.Rep. § 95,550 (S.D.N.Y. 1976) ; and Fischer 
v. New York Stock Exchange, [1975-76 Transfer Binder] 
CCH Fed.Sec.L.Rep. { 95,416 (S.D.N.Y. 1976), have con- 
sidered the statute of limitations applicable to a claim based 
on Section 6(a) on the theory that plaintiff was the third 
party beneficiary of the Exchange’s agreement with the 
Commission required by Section 6(a).* 


The decisions in Carr and Arneil followed Weinberger 
without extended analysis. In Fischer, another decision by 
Judge Lasker, the Section 6 claim was barred by both 
statutes. 


The court below reached its decision in part in reliance 
on Weinberger v. New York Stock Exchange, supra. (Wein- 
berger is the only one of the cases which preceded the deci- 
sion below.) Although Lank did not plead a contract claim, 
the court considered it offensive to have different limitations 
periods applicable to Section 6 claims because of the wording 


* Such an agreement is no longer required under Section 6 as 
revised by the Securities Reform Act of 1975. See addendum at 


p. A-2. 
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of the complaint and ruled that the 6 year statute should 
apply to any Section 6 claim however pleaded, noting: 


‘*The obvious distinction between Weinberger and the 
instant case is that Lank has pleaded a statutory and not 
a contract theory of recovery. However, it offends com- 
mon sense and the spirit of the Federal Rules to hold 
that what is for all practical purposes the identical 
claim should or should not be time barred because «f 
the wording of the complaint.’’ (405 F.Supp. at 1040, 
JA-234a) 


Moreover, the court indicated, in footnote 15, that it would 
permit plaintiff to amend his complaint to bring himself 
within the Weinberger rationale. (405 F.Supp. at 1040, JA- 
234a) While the Exchange does not concur with the district 
court’s ‘‘reformation’’ of the complaint, this appeal is not 
prosecuted on any point of pleading. The appeal is directed 
to the basic proposition that it is error to apply a contract 
statute of limitations to any claim arising out of Section 6 
no matter what theory the pleader chooses to clothe it in. 
No matter how the claim is framed, it would not exist but for 
the statutory provisions and thus the New York cases man- 
date application of CPLR § 214(2). 


Analysis of the Weinberger decision indicates that it 
was constructed only to avoid the bar of the statute. The 
original complaint in Weinberger pleaded a single cause of 
action for breach of the Exchange’s statutory duty under 
Section 6. The Exchange moved to dismiss the complaint 
based on the statute of limitations. Before the motion was 
heard, the plaintiff amended his complaint to plead the Ex- 
change’s breach of its ‘‘contract’’ with the Commission re- 
quired by Section 6(a) and plaintiff’s status as a third 
party beneficiary of that ‘‘contract.’’** On the motion to 
dismiss, the court, looking to the Restatement of Contracts 


* The pertinent terms of the agreement file} by the Exchange 
are quoted in the Weinberger decision on the merits, 403 F.Supp. 
1020 at 1026, where the court found for the Exchange after trial. 
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§ 145 (1932), and to cases finding a contract for the benefit 
of third parties drafted pursuant to statutory command, 
applied the contract period of limitations. However, 
neither the Restatement, nor the cases relied on in Wein- 
berger support the result. 


Section 145 of the Restatement says a promisor bound 
to the United States, or other government body, has no 
duty to compensate members of the public unless an in- 
tention to do so is manifested in the contract. No such 
intention is manifested in the Exchange’s agreement with 
the Commission. Each of the cases involved a contract 
separate and apart from the statute, with consideration and 
obligations running independently of the statute. Although 
the statutes required certain terms to be included in the 
contracts, the contract imposed other and further duties 
and were held to give the plaintiffs separate and different 
causes of action from those under the statutes. Such is not 
the case with respect to the agreement filed with the 
Commission. 


The Weinberger court (335 F.Supp. at 144 n. 11) 
held that the agreement required by Section 6 created an 
independent claim for relief as a third party beneficiary 
similar to those on behalf of laborers suing a surety on a 
government construction contract, United States eax rei. 
Johnson v. Morley Constr. Co., 98 F.2d 781 (2d Cir. 1938), 
or children suing on a loan agreement between defendant 
and the government, Lemon v. Bossier Parish School Bd., 
240 F.Supp. 709 (W.D.La. 1965), aff’d, 370 F.2d 847 (5th 
Cir.), cert. denied, 388 U.S. 911 (1967). Those cases bear 
little relation to the matter at hand. Neither Johnson nor 
Lemon discussed the limitations period applicable to the 
claim asserted. They were both concerned with whether 
or not the action could be maintained by the plaiatiff. In 
each, the contract existed outside of the statute. The only 
question wa» whether the plaintiffs were beneficiaries of 
those contracts. The defendant received benefits and as- 
sumed burdens independent of the statute, and the de- 
fendant was free to contract or not. 
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In marked contrast, here the cases are in agreement 
that the benefits and burdens to the Exchange are those 
imposed by the statute, and the so-called contractual duty 
is the same as the statutory duty. Weinberger v. New 
York Stock Exchange, 335 F.Supp. at 144 n. 10 and 403 
F.Supp. at 1028 n. 2; Hughes v. Dempsey-Tegeler & Co., 
534 F.2d at 166 n. 5; Carr v. New York Stock Exchange, 
{1975-76 Transfer Binder] CCH Fed.Sec.L.Rep. { 95,563 
at 99,807. It is noteworthy that the courts have reached 
this conclusion despite the fact that Section 6(a)(1) re- 
quires an agreement to enforce compliance, so far as is 
within its powers, with the Exchange Act and rules there- 
under and makes no reference whatsoever to rules of ex- 
changes. Sections 6(b) and (d), on the other hand, require 
that exchange rules have certain provisions. In render- 
ing his decision on the merits in Weinberger, 403 F.Supp. 
1020 at 1031-32, Judge Bonsal avoided this plain distinc- 
tion by finding that since by judicial construction Sections 
6(b) and (d) required exchanges to enforce rules, the 
Section 6(a) agreement to enforce compliance with the 


Exchange Act includes the Sections 6(b) and (d) implied 
duty of enforcement of the exchange’s rules. 


The agreement between the Commission and the Ex- 
change, however, does not satisfy even the most basic 
criteria for implication of a third party beneficiary right 
of action. The leading case of H.R. Moch Co., Ine. v. 
Rensselaer Water Co., 247 N.Y. 160, 159 N.E. 896 (1928), 
establishes the following two tests for finding a third 
party beneficiary right of recovery under a contract with 
a governmental entity: (1) that the contract sued upon 
must evidence an intent that the promisor be answerable 
to the public and (2) that the benefit to the public must 
be direct. The agreement here meets neither test. 


In Eastern Air Lines, Inc. v. Islip, 229 N.Y.S.2d 117 
(Sup. Ct. Suffolk Co. 1962), the plaintiff claimed to be a 
third party beneficiary of an agreement between the town 
and the federal government requiring the town to operate 
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its airport for the benefit of the public. The court re- 
jected plaintiff’s claim, stating at 121-122: 


‘‘No such action is maintainable in the absence of a 
manifest intent on the part of the defendant to be 
answerable to the individual members of the public for 
any loss they might sustain for the defendant’s failure 
to fulfill its promise. I find no such intent expressed 
in any of the ‘Grant Agreements’. The defendant can- 
not be held as an insurer of all of the members of the 
public. This principal of the law finds further expres- 
sion in Section 145 of the Restatement of the Law 
of Contracts....’’ 


The agreement between the Exchange and the Commission 
is similarly deficient. 


The other two cases relied on in Weinberger are equally 
inapplicable to the facts here. Fata v. S.A. Healy Co., 289 
N.Y. 401, 46 N.E.2d 339 (1943), was an action by an employee 
against his employer for the difference between wages he 
received and those at the prevailing rate. The employee was 
employed on construction work performed under contract 
between the employer and the city. The prevailing rate was 
determined by the fiscal officer of the city pursuant to law 
and all employees on public works were required by law to 
be paid the prevailing rate. The contract between the 
employer and the city included an agreement to pay sched- 
uled wages. The court found the employee entitled to main- 
tain the action on a third party beneficiary theory inasmuch 
as the obligation undertaken in the separate contract pro- 
vided a specific, direct benefit to the plaintiff. The court 
noted that limitations on the statutory obligation would 
apply to a contractual cbligation as well, particularly where 
the two obligations were stated in the same language. (289 
N.Y. at 406) In Fata, however: 


‘*The obligation thus assumed by the contractor is pre- 
cise, and extends beyond the scope of the statutory 
obligation. The statutory remedy provided for breach 
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of the statutory obligation would be an inadequate and 
unsuitable remedy for a violation of this contractual 
obligation.’’ (Jd. at 406-7) 


Filardo v. Foley Bros., Inc., 297 N.Y, 217, 78 N.E.2d 
480 (1948), was similar to the Fata case. The plaintiff 
was a laborer employed by the defendants on defendants’ 
construction jobs for the United States Government. Plain- 
tiff sought overtime pay. Such pay was required by federal 
law on all governmental jobs. Additionally, in their con- 
tracts with the government, defendants had specifically 
agreed to abide by all applicable laws. The court found 
separate statutory and contractual rights to sue. Like 
Fata, Filardo involved a contract independent of the stat- 
ute with all of the incidents of a contract separate from 
but incorporating terms of the statute. 


In the one case discussed both in Weinberger and 
below, People v. Corcillo, 195 Mise. 198, 88 N.Y.S.2d 534 
(Sup. Ct. Albany Co. 1949), aff’d, 276 App. Div. 675, 97 


N.Y.8.2d 319, appeal denied, 277 App. Div. 911, 98 N.Y.S8.2d 
592 (3d Dept. 1950), some of the defendants were not even 
subject to the statute, although they had entered into 
the contract. Furthermore, there was no cause of action 
founded on the statute. In contrast, kh 1+ the agreement 
is not separate from the statute, the duties are not separa- 
ble, and the cause of action cannot be. 


The decision below was also based on the district court’s 
evaluation of policies underlying the federal securities 
laws and the court’s assumption that such policies favored 
the longer period. Such an approach can lead to iliogic 
in the law. In other states the limitations period for 
contract actions might be shorter, longer or the same as 
that for a liability created by statute. The determination 
of the applicable statute should not be governed by the 
court’s desire to find the longest one. Indeed, in Fischer 
v. New York Stock Exchange, 408 F.Supp. 745 at 757 
(S.D.N.Y. January 15, 1976), Judge Lasker said: ‘‘[Ac- 
tions] based on §6 are in the nature of negligence... .”’ 
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Thus, the action might be given another label in another 
case to get some other limitations period. National se- 
curities exchanges should not be confronted with such 
confusion when the choice of the applicable statute is so obvi- 
ous and rational. 


Furthermore, there is no basis for the assumption that 
policies behind the securities laws favor long periods of 
limitations. In actions specifically created by the securities 
laws, Congress has provided short periods of limitations, 
e.g., Section 13 of the Securities Act of 1933 (earlier of one 
year from discovery or three years from accrual) and 
Section 18(c) of the Exchange Act (earlier of one year 
from discovery or three years from accrual). It is surely 
a distortion of the policy to search for the longest period 
for a cause of action that is only implied. The Supreme 
Court recently has considered the implied cause of action 
under Section 10(b) and has said that judicially created 
causes of action should not be extended beyond the clear 
intent of Congress. Ernst d Ernst v. Hochfelder, supra; 
Blue Chip Stamps v. Manor Drug Stores, supra. Applica- 
tion of a contract limitations to a Section 6 claim constitutes 
just such an extension beyond the clear intent of Congress. 
Indeed, in the Securities Reform Act of 1975 Congress has 
rejected such an intention by eliminating from Section 6 
the requirement of an agreement. (See addendum at p. A-2) 


The court below commented, without support in the 
record, that the 6 year limitation would cause no hardship 
to the Exchange because of its ‘‘extensive record keeping 
practices.’’ Although the Exchange does endeavor to main- 
tain full and accurate records, under Commission regula- 
tions it may destroy those records after 5 years. 17 C.F.R. 
§ 240.17a-1 (1975) Moreover, the Exchange has found that 
the detailed testimony of live witnesses is essential to Sec- 
tion 6 cases. Obviously memories fade and witnesses become 
difficult, if not impossible, to locate after such a long period 
of time as 6 years. In contrast, contract actions are ordinar- 
ily based on writings which do not suffer from lapse of time. 
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Moreover, the court below ignored the very substantial 
policies behind limitations provisions, which are designed 
to end the possibility of litigation after the lapse of a rea- 
sonable time. Just such policies were recognized by the 
court in Wilson vy. Meyerson, supra, which had the opinion 
of Judge Lasker in this action before it but noted, ‘‘. . . by 
applying the statutes of limitations here it effects a harsh 
result. Nevertheless, these statutes have a purpose and 
cannot be ignored. ...’’ (Addendum at p. A-86) 


CONCLUSION 


The decision of the court below should be reversed, and 
the case remanded with a direction that the complaint be 
dismissed. 


Dated: August 13, 1976 
New York, N.Y. 


Respectfully submitted, 


MiLBANkK, Tween, Hapitey « McCoy 
Attorneys for Defendant-A ppellant 
New York Stock Exchange, Inc. 

1 Chase Manhattan Plaza 
New York, New York 10005 


Of Counsel: 


Russewit KE. Brooxs 
Martrua G. BANNERMAN 


Section 6 of the Securities Exchange Act of 1934, as enacted 
and in effect at all relevant times 


tion of na- 
REGISTRATION OF NATIONAL SECURITIES EXCHANGES eet ee 


chi 

Src. 6. (a) Any exchange may be registered with the Commission Requirements. 
as a national securities exchange under the terms and conditions 
hereinafter provided in this section, by filing a registration state- Registration state 
ment in such form as the Commission may prescribe, containing the tmempeay  ” 
agreements, setting forth the information, and accompanied by the 
documente, below specified: 

(1) An agreement (which shall not be construed as a waiver of 
any constitutional right or any right to contest the validity of any 
rule or regulation) to comply, and to enforve so far as is within its 
powers compliance by its members, with the provisions of this title, 
and any amendment thereto and any rule or regulation madé <r to be 
made thereunder ; 

(2) Such data as to its organization, rules of procedure, and mem- 
bership, and such other information as the Commission may by rules 
and regulations require as being necessary or appropriate in the 
public interest or for the protection of investors; 

(3) Copies of its constitution, articles of incorporation with all 
amendments thereto, and of its existing bylaws or rules or instru- 
ments corresponding thereto, whatever the name, which are herein- 
after collectively referred to as the “rules of the exchange”; and 

(4) An agreement to furnish to the Commission copies of any 
ee to the rules of the exchange forthwith upon their 
adoption. 

(b) No registration shall be granted or remain in force unless the 
rules of the exchange include provision for the expulsion, suspension, 
or disciplining of a member for conduct or proceeding inconsistent 
with just and equitable principles of trade, and declare that the 
willful violation of any provisions of this title or any rule or regula- 
tion thereunder shall be considered conduct or proceeding incon- 
sistent with just and equitable principles of trade. 

(c) Nothing in this title shall be construed to prevent any exchange ,, Adoptio. | of | addi- 
from adopting and enforcing any rule not inconsistent with this title change. gee 
and the rules and regulations thereunder and the applicable laws of 
er att in which it is ah a . 

it appears to the Commission that the exchange applying , Commission suthor- 
for vepuicsticn ig so organized as to be able to comply with the — 
provisions of this title and the rules and ic pee rat thereunder and 
that the rules of the exchange are just and adequate to insure fair 
dealing and to protect investors, the Commission shall cause such 
exchange to be registered as a national securities exchange. 

(e) Within thirty days after the filing of the application, the 
Commission shall enter an order either granting or, after appropri- 
ate notice and opportunity for hearing, denying registration as a , Hearing when de 
national securities exchange, unless the exchange applying for regis- 
tration shall withdraw its application or consent to the Commission’s 
deferring action on its application for a stated ae period after 
the date of filing. The filing with the Commission of an application , Filing spplication 
for registration by an exchange shall be deemed to have taken place Amendments per- 
upon the sg thereof. Amendments to an application may be ™** 
made upon such terms as the Commission may prescribe. 

(f) An exchange may, upon appropriate application in accordance ,, Withdrawal of regis: 
with the rules and regulations of the Commission, and upon such : 
terms as the Commission may deem necessary for the protection of 
investors, withdraw its registration. 


Disciplaary provi- 
=~ in rules of ex- 


Order to be made 
within 30 days. 


Section 6 of the Securities Exchange Act of 1934, as 
amended by The Securities Reform Act of 1975 


NATIONAL SECURITIES EXCHANGES 


Section 6. (a) An exchange may be registered as a national 
securities exchange under the terms and conditions hereinafter pro- 
vided in this section and in accordance with the provisions’ of sec- 
tion 19(a) of this title, by filing with the Commission an application 
for registration in such form as the Commission, by rule, may prescribe 
containing the rules of the exchange and such other information and 
documents as the Commission, by rule, may prescribe as necessary or 
appropriate in the public interest or for the protection of investors. 

I 

(b) An exchange shall not be registered as a national securities 

exchange unless the Commission determines that— 


(1) Such exchange is so organized and has the capacity to 
be able to carry out the purposes of this title and to comply, and 
(subject to any rule or order of the Commission pursuant to 
section 17(d) or 19(g¢)(2) of this title) to enforce compliance 
by its members and persons associated with its members, with 
the provisions of this title, the rules and regulations thereunder, 
and the rules of the exchange. 


(2) Subject to the provisions of subsection (c) of this sec- 
tion, the rules of the exchange provide that any registered broker 
or dealey or natural person associated with a registered broker 
or dealer may become a member of such exchange and any per- 
son may become associated with a member thereof. 


(3) The rules of the exchange assure a fair representation 
of its members in the selection of its directors and administration 
of its affairs and provide that one or more directors shall be rep- 
resentative of issuers and investors and not be associated with a 
member of the exchange, broker, or dealer, 


(4) The rules of the exchange provide for the equitable allo- 
cation of reasonable dues, fees, and other charges among. its 
members and issuers and other persons using its facilities. 


(5) The rules of: the exchange are designed to prevent 
fraudulent and manipulative acts and practices, to promote just 
and equitable principles of trade, to foster cooperation and coor- 
dination with persons engaged in regulating, clearing, settling, 
processing information with respect to, and facilitating transac- 
tions in securities, to remove impediments to and perfect the 
mechanism of a free and open market and a national market 
system, and, in general, to protect investors and the public inter- 
est; and are not designed to permit unfair discrimination between 
customers, issuers, brokers, or dealers, or to regulate by virtue of 
any authority conferred by this title matters not related to the 
purposes of this title or the administration of the exchange. 


(6) The rules of the exchange provide that (subject to any 
rule or order of the Commission pursuant to section 17(d) or 
19(g)(2) of this title) its members and persons associated with 
its members shall be appropriately disciplined for violation of the 
provisions of this title, the rules or regulations thei cvader, or the 
rules of the exchange, by expulsion, suspension, iimitation of 
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activities, functions, and operations, fine, censure, being  sus- 
pended or barred from being associated with a member, or any 

2 . . if 
other fitting sanction. 


(7) The rules of the exchange are in accordance with the 
provisions of subsection (d) of this section, and, in general, pro- 
vide a fair procedure for the disciplining of members and persons 
associated with members, the denial of membership to any person 
seeking membership therein, the barring of any person from 
beceming associated with a member thereof, and the prohibition 
or limitation by the exchange of any person with respect to access 
to services offered by the exchange or a member thereof. 


(8) The rules of the exchange do not impose any burden on 
competition not necessary or appropriate in furtherance of the 
purposes of this title. 


(c)(1) A national securities exchange shall deny membership to 
(A) any person, other than a natural person, which is not a registered 
broker or dealer or (B) any natural person who is not, or is not asso- 
ciated with, a registered broker or dealer. 


(2) A national securities exchange may, and in cases in which 
the Commission, by order, directs as necessary or appropriate in the 
public interest or for the protection [of investors] shall, deny mem- 
bership to any registered broker or dealer or natural person associ- 
ated with a registered broker or dealer, and bar from becoming 
associated with a member any person, who is subject to a statutory 
disqualification. A national securities exchange shall file notice with 
the Commission not less than thirty days prior to admitting any per- 
son to membership or permitting any person to become associated 
with a member, if the exchange knew, or in the exercise of reasonable 
care should have known, that such person was subject to a statutory 
disqualification. The notice shall be in such form and contain such 
information as the Commission, by rule, may prescribe as necessary 
or appropriate in the public interest or for the protection of investors. 


(3)(A) A national securities exchange may deny membership 
to, or condition the membership of, a registered broker or dealer if 
(i) such broker or dealer does not meet such standards of financial 
responsibility or operational capability or such broker or dealer or 
any natural persons associated with such broker or dealer does not 
meet such standards of training, experience, and competence as are 
prescribed by the rules of the exchange or (ii) such broker or dealer 
or person associated with such broker or dealer has engaged and 
there is a reasonable likelihood he will again engage in acts or prac- 
tices inconsistent with just and equitable principles of trade. A na- 
tional securities exchange may examine and verify the qualifications 


of an applicant to become a member and the natural persons associ- 
ated with such an applicant in accordance with procedures established 
by the rules of the exchange. 


(B) A national securities exchange may bar a natural person 
from becoming a member or associated with a member, or con- 
dition the membership of a natural person or association of a 
natural person with a member, if such natural person (i) does 
not meet such standards of training, experience, and competence 
as are prescribed by the rules of the exchange or (ii) has en- 
gaged and there is a reasonable likelihood he will again engage 
in acts or practices inconsistent with just and equitable principles 
of trade. A national securities exchange may examine and verify 
the qualifications of an applicant to become a person associated 
with a member in accordance with procedures established by the 
rules of the exchange and require any person associated with a 
member, or any class of such persons, to be registered with the 
exchange in accordance with procedures so established. 


(C) A national securities anne A may bar any person from 
becoming associated with a member if such person does not agree 
(i) to supply the exchange with such information with respect to 


its pug vaigle and dealings with the member as may be speci- 


fied in the rules of the exchange and (ii) to permit the examina- 
tion of its books and records to verify the accuracy of any infor- 
mation so supplied. 


(4) A national securities exchange may (A) limit the number 
of members of the exchange and (B) the number of members and 
designated representatives of members permitted to effect. transac- 
tions on the floor of the exchange without the services of another 
person acting as broker: Provided, however, That no national secu- 
rities exchange shall have the authority to decrease the number of 
memberships in such exchange, or the number of members and desig- 
nated representatives of members permitted to effect transactions on 
the floor of such exchange without the services of another person 
acting as broker, below such number in effect on May 1, 1975, or the 
date such exchange was registered with the Commission, whichever 
is later: And provided further, That the Commission, in accordance 
with the provisions of section 19(c) of this title, may amend the rules 


of any national securities exchange to increase (but not to decrease ) 
or to remove any limitation on the number of memberships in such 
exchange or the number of members or designated representatives of 
members permitted to effect transactions on the floor of the exchange 
without the services of another person acting as broker, if the Com- 
mission finds that such limitation imposes a burden on competition 
7 necessary or appropriate in furtherance of the purposes of this 
title. 


(d)(1) In any proceeding by a national securities exchange to 
determine whether a member or person associated with a member 
should be disciplined (other than a summary proceeding pursuant to 
paragraph (3) of this subsection), the exchange shall bring specific 
charges, notify such member or person of, and give him an opportunity 
to defend against, such charges, and keep a record. A determination 
by the exchange to impose a disciplinary sanction shall be supported 
by a statement setting forth— 


(A) any act or practice in which such member or person 
associated with a member has been found to have engaged, or 
which such member or person has been found to have omitted; 

(B) the specific provision of this title, the rules or regulations 
thereunder, or the rules of the exchange which any such act or 
practice, or omission to act, is deemed to violate; and 

(C) the sanction imposed and the reasons therefor. 


(2) In any proceeding by a national securities exchange to deter- 
mine whether a person shall be denied membership, barred from 
becoming associated with a member, or prohibited or limited with 
respect to access to services offered by the exchange or a member 
thereof (other than a summary proceeding pursuant to paragraph (3) 
of this subsection), the exchange shall notify such person of, and give 
him an opportunity to be heard upon, the specific grounds for denial, 
bar, or prohibition or limitation under consideratiad and keep a record. 
A determination by the exchange to deny membership, bar a person 
from becoming associated with a member, or prohibit or limit a person 
with respect to access to services offered by the exchange or a member 
thereof shall be supported by a statement setting forth the specific 
grounds on which the denial, bar, or prohibition or limitation is based. 


(3) A national securities exchange may summarily (A) suspend 
a member or person associated with a member who has been and is 
expelled or suspended from any self-regulatory organization or barred 
or suspended from being associated with a member of any self-regu- 
latory organization, (B) suspend a member who is in such financial or 
operating difficulty that the exchange determines and so notifies the 
Commission that the member cannot be permitted to continue to do 
business as a member with safety to investors, creditors, other mem- 
bers, or the exchange, or (C) limit or prohibit any person with respect 
to access to services offered by the exchange if subparagraph (A) or 
(B) of this paragraph is applicable to such person or, in the case of a 
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person who is not a member, if the exchange determines that such 
person does not meet the qualification requirements or other pre- 
requisites for such access and such person cannot be permitted to 
continue to have such access with safety to investors, creditors, mem- 
bers, or the exchange. Any person aggrieved by any such summary 
action shall be promptly afforded an opportunity for a hearing by the 
exchange in accordance with the provisions of paragraph (1) or (2) 
of this subsection. The Commission, by order, may stay any such sum- 
mary action on its own motion or upon application by any person 
aggrieved thereby, if the Commission determines summarily or after 
notice and opportunity for hearing (which hearing may consist solely 
of the submission of affidavits or presentation of oral arguments) that 
such stay is consistent with the public interest and the protection of 
investors. 


(e)(1) On and after the date of enactment of the Securities Acts 
Amendments of 1975, no national securities exchange may impose any 
schedule or fix rates of commissions, allowances, discounts, or other 
fees to be charged by its members: Provided, however, That until 
May 1, 1976, the preceding provisions of this paragraph shall not pro- 
hibit any such exchange from imposing or fixing any schedule of com- 
missions, allowances, discounts, or other fees to be charged by its 
members for acting as broker on the floor of the exchange or as odd-lot 
dealer: And provided, further, That the Commission, in accordance 
with the provisions of section 19(b) of this title as modified by the 
provisions of paragraph (4) of this section, may— 


(A) permit a national securities exchange, by rule, to impose 
a reasonable schedule or fix reasonable rates of commissions, al- 
lowances, discounts, or other fees to be charged by its members 
for effecting transactions on such exchange prior to November 1, 
1976, if the Commission finds that such schedule or fixed rates of 
commissions, allowances, discounts, or other fees are in the 
public interest; and 


(B) permit a national securities exchange, by rule, to im- 
pose a schedule or fix rates of commissions, allowances, discounts, 
or other fees to be charged by its members for effecting trans- 
actions on such exchange after November 1, 1976, if the Com- 
mission finds that such schedule or fixed rates of commissions, 
allowances, discounts, or other fees (i) are reasonable in relation 
to the costs of providing the service for which such fees are 
charged (and the Commission publishes the standards employed 
in adjudging reasonableness) and (ii) do not impose any burden 
om competition not necessary or appropriate in furtherance of 

.e purposes of this title, taking into consideration the com- 
petitive effects of permitting such schedule or fixed rates weighed 
against the competitive effects of other lawful actions which the 
Commission is authorized to take under this title. 


(2) Notwithstanding the provisions of section 19(c) of this title, 
the Commission, by rule, may abrogate any exchange rule which im- 
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poses a schedule or fixes rates of commissions, allowances, discounts, 
or other fees, if the Commission determines that such schedule or 
fixed rates are no longer reasonable, in the public interest, or neces- 
sary to accomplish the purposes of this title. 


(3) Until December 31, 1976, the Commission, on a regular 
basis, shall file with the Speaker of the House and the President of 
the Senate information concerning the effect on the public interest, 
protection of investors, and maintenance of fair and orderly markets 
of the absence of any schedule or fixed rates of commissions, allow- 
ances, discounts, or other fees to be charged by members of any 
national securities exchange for effecting transactions on such ex- 
change. 


(4)(A) Before approving or disapproving any proposed rule 
change submitted by a national securities exchange which would im- 
pose a schedule or fix rates of commissions, allowances, discounts, or 
other fees to be charged by its members for effecting transactions on 
such exchange, the Commission shall afford interested persons (i) an 
opportunity for oral presentation of data, views, and arguments and 
(ii) with respect to any such rule concerning transactions effected 
after November 1, 1976, if the Commission determines, there are dis- 
puted issues of material fact, to present such rebuttal submissions and 
to conduct (or have conducted under subparagraph (B) of this para- 
graph) such cross-examination as the Commission determines to be 
appropriate and required for full disclosure and proper resolution of 
such disputed issues of material fact. 


(B) The Commission shall prescribe rules and make rulings 
concerning any proceeding in accordance with subparagraph (A) of 
this paragraph designed to avoid unnecessary costs or delay. Such 
rules or rulings may (i) impose reasonable time limits on each inter- 
ested person’s oral presentations, and (ii) require any cross-examina- 
tion to which a person may be entitled under subparagraph (A) of 
this paragraph to be conducted by the Commission on behalf of that 
person in such manner as the Commission determines to be appropri- 
ate and required for full disclosure and proper resolution of disputed 
issues of material fact. 


(C)(i) If any class of persons, the members of which are en- 
titled to conduct (or have conducted) cross-examination under sub- 
paragraphs (A) and (B) of this paragraph and which have, in the 
view of the Commission, the same or similar interests in the pro- 
ceeding, cannot 2gree upon a sirzle representative of such interests 
for purposes of cross-examination, the Commission may make rules 
and rulings specifying the manner in which such interests shall be 
represented and such cross-examination conducted. 


(ii) No member of any class ef persons with respect to which 
the Commission has specified the manner in which its interests shall 
be represented pursuant to clause (i) of this subparagraph shall be 
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denied, pursuant to such clause (i), the opportunity to conduct (01 
have conducted ) cross-cxamination as to issues affecting his particular 
interests if he satisfies the Commission that he has made a reasonable 
and good faith effort to reach agreement upon group representation 
and there are substantial and relevant issues which would not be pre- 
sented adequately by group representation. 


(D) A transcript shall be kept of any oral presentation and 
cross-cxamination. 


(E) In addition to the bases specified in subsection 25(a), a 
reviewing Court may set aside an order of the Commission under 
section 19(b) approving an exchange rule imposing a schedule or 
fixes rates of commissions, allowances, discounts, or other fees, if the 


Court finds— 


(1) a Commission determination under paragraph (4)(A) 
that an interested person is not entitled to conduct cross-examina- 
tion or make rebuttal submissions, or 


(2) a Commission rule or ruling under paragraph (4) (B) 
limiting the petitioner’s cross-examination or rebuttal submissicns, 
has precluded full disclosure and proper resolution of disputed 
issues of material fact which were necessary for fair determina- 
tion by the Con:mission 


(F) The Commission, by rule or order, as it deems necessary or 
appropriate in the public interest and for the protection of investors, 
to maintain fair and orderly markets, or to assure equal regulation, 
may require— 


(1) any person not a member or a designated representative 
of a member of a national securities exchange effecting transac- 
tions on such exchange without the services of another person 
acting as a broker, or 

(2) any broker or dealer not a member of a national secu- 
rities exchange effecting transactions on such exchange on a 
regular basis, 


to comply with such rules of such exchange as the Commission may 
specify. 


Section 19 of the Securities Exchange Act of 1934, as enacted 


and in effect at all relevant times 


POWERS WITH RESPECT TO EXCHANGES AND SECURITIES 


Sec. 19. (a) The Commission is authorized, if in its opinion such 
action is necessary or appropriate for the protection of investors— 
1) After appropriate notice and opportunity for hearing, by 
order to suspen ter @ period not exceeding twelve months or to 
withdraw the registration of a national securities exchange if the 
Commission finds that such exchange has violated any provision of 
this title or of the rules and regulations thereunder or has failed 
to enforce, so far as is within its power, compliance therewith by a 
member or by an issuer of a security registered thereon. 

4?) After appropriate notice and opportunity for hearing, by 
order to deny, to suspend the effective date of, to suspend for a period 
not exceeding twelve months, or to withdraw, the registration of a 
security if the Commission finds that the issuer of such security has 
failed to comply with any provision of this title or the rules and 
regulations thereunder. 

(3) After ag aay notice and opportunity for hearing, by 
order to suspend for a period not exceeding twelve months or to 

1 from a national securities exchange any member or officer 
thereof whom the Commission finds has violated any provision of 
this title or the rules and regulations thereunder, or has effected any 
transaction for any other person who, ho has reason to believe, is 
violating in respect of such transaction any provision of this title or 
the rules and regulations thereunder. 

(4) And if in its opinion the public interest so requires, summarily 
to suspend trading in any registered security on any national securi- 
ties exchange for a period not exceeding ten days, or with the ap- 
proval of the President, summarily to suspend all trading on any 
national securities exch for a period not exceeding ninety days. 

(b) The Commission is further authorized, if after making appro- 
priate request in writing to a national securities exchange that such 
exchange effect on its own behalf specified changes in ite rules and 
practices, and after appropriate notice and opportunity for hearing, 
the Commission determines that such exchange has not made the 
changes so requested, and that such changes are necessary or appro- 
priate for the oes of investors or to insure fair dealing in 
securities traded in upon such exchange or to insure fair administra- 
tion of such exchange, by rules or regulations or by order to alter or 
supplement the rules of such exchange (insofar as necessary or appro- 
priate to effect such changes) in respect of such matters as (1) 
safeguards in respect of the financial responsibility of members and 
adequate a against the evasion of financial responsibility 
through the use of corporate forms or special partnerships; (2) the 
limitation or prohibition of the registration or trading in any secur- 
ity within a specified period after the issuance or primary distribu- 
tion thereof ; 3) the listing or striking from listing of any security; 
(4) hours of trading; (5) the manner, method, and place of solicitin 
business; (6) fictitious or numbered accounts ; (f) the time an 
method of making settlements, payments, and deliveries and of 
closing accounts; (8) the reporting of transactions on the exchange 
and upon tickers maintained by or with the consent of the exchange. 
including the method of reporting short sales, stopped sales, sales o 
securities of issuers in default, pruning? or receivership, and sales 
involving other special circumstances; (9) the fixing of reasonable 
rates of commission, interest, listing, and other charges; (10) mini- 
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Powers over ¢x- 
changes and securities. 

Authority conferred 
on Commission. 


Suspension, ete., of 
of national 
registration 


Authority to compel 
amendment of ex- 
change rules. 


Commission directed 
to study rules of ex- 
changes, including dis- 
cipline. 


Report thereof to 
Congress. 


mum units of trading; (11) odd-lot purchases and sales; (12) 
minimum deposits on margin accounts; and (13) similar matters. 
() The Commission is authorized and directed to make a stud 

and investigation of the rules of national securities exchanges with 
respect to the classification of members, the methods of election of 
officers and committees to insure a fair representation of the mem- 
bership, and the suspension, expulsion, and disciplining of members 
of rack exchanges. e Commission shall report to the Congress on 
or before January 3, 1935, the results of its investigation, together 
with its recommendations. 


78 Cong. Rec. 2270-71 (1934) 


The statement and digest presented by Mr. Firtcuer to 
accompany the bill are as follows: 


Graraarart sy Sewai5a Dowcanw U. Puercem, CHARMAN OF THE 
Sewarz Commrrres ow Bawarwe ann Cusr2Encr 
regulation of securities ex- 
taken and to be taken for 
the purpose of 
investment 


h 
j@ necessary 
of the securities ex- 


financial 
can directly bring heavy losses to in- 
by heightening the forces of a depression 
, affect great bodies of 


American 
Government regula 
these few men, the bill was drafted on the 
int and 


ely to gain by the cleaning- 
by the elimination of unsavory 
elimination also of those who have 


RSEES 


gE 
it 


epeaet 
ae 

i 

S0ate 


tty 
fH 


public millions of 
to be curbed and deprived of the opportunit; 
gavings of the average man and woman of erica. Under this 
the securities exchanges will not only have the appearance of 
open market place for investors but will be truly open to them, 
from the hectic operations and dangerous practices which in 


ited. policy 
brought within the ban limitations imposed by 
the bill should not be deemed sufficiently restrictive—and I am 
sympathetic, indeed, with the view of many 
out of the Congress, that restrictions should 


ing 
maintaining such listing on the public exchanges. 
Government has the power to require this full disclosure, and the 
bill is so written that the disclosure may now become assured to 
the great body of our investors. 
The biil strikes at a variety of misleading and law-avoiding 
devices. The great evil involved in the abuse of proxies is dealt 
- Men with small, and sometimes no, financial 


BRee SS 
bvetite!? 


ments at any time when it deems that this is 
public interest or for the protection of investors. 
extend credit on any security which is 
ties exchange without conformi: 
which this section imposes on mem) exchange. 
Section 7 places restrictions on borrowing by members 
and dealers and brokers who act through them ar 1 
Security vagletered ott & fasminat mecuritiee enthunes encups: fe 
security on & na ies excep 
@.member bank of the Federa) Reserve System, and the 
amount of their borro is limited. They cannot hypothecate 
or lend securities carried for customers except in with 
the customers’ consent and to a reasonable and fair extent. 
Section 8 makes it criminal to manipulate the prices of securi- 
— on national securities exchanges. The devices expressly out- 
wed are: 


of rumors that prices will change in accord- 
ance with activities of manipulators. 

(5) Disseminating u.isleading information regarding a security. 

(6) Paying for the dissemination of information in aid of the 
wes Swans te teene of without inf 

( @ price .° a security ou! orming the Com- 
mission as to all the details of the operation. 

(8) Cornering the supply of a security. 

(9) The use of options and trading against options. 

Subsections (b) and (c) provide for civil lability of manipu- 
lators to persons injured by their market operations. 

Section 9 prohibits short selling or stop-loss orders in connection 
with securities traded on national securities exchanges except in 
compliance with regulations which the Commission may prescribe. 
The Commission is also given power to forbid any other devices in 
connection with security transactions which it finds detrimental 
to the public interest or to the proper protection of investors. 

Section 10 prohibits members and persons engaged in a securities 
business who act members to be underwriters of securities 


registered as such, and specialists may not exe- 
— orders except at fixed prices, nor can they disclose confidential 
‘ormation. 


The 

prescri regulations regarding registration, 
which shail include disclosure of such details concerning the 
financial position of the company and other facta, similar to those 
required to be disclosed under the National Securities Act of 1933, 
as the Commission ge Cy erica 

Section 12 includes further provision that annual, quarterly, 
and Fogger gd reports must be furnished, keeping such information 
up ‘ 

Section 13 prohibits the use of the mails or interstate commerce 
in connection with proxies for securities registered on national se- 
curities exchanges unless such information with regard to the 
proxies and plans of the proxies shall be filed with the Commission, 
as the Commission may require. 

Section 14 makes it unlawful to conduct any over-the-counter 
market for any securities except in compliance with regulations 
which the Commission ge prescribe. 

Bection 15 compels the osure of the holdings and dealings 
of directors, officers, and principal stockholders in the securities of 
the corporation. Such persons are also prohibited to speculate in 
the securities of the corporation or to sell them short. Profits 
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H.R. Rep. No. 1613, 9ist Cong., 2d Sess. 1-10 (1979) 


SECURITIES INVESTOR PROTECTION ACT OF 1970 


OcToBER 21, 1970.—Committed to the Committee of the Whole House on the 
State of the Union and ordered to be printed 


Mr. Staceers, from the Committee on Interstate and Foreign 
Commerce, submitted the following 


REPORT 


{To accompany H.R. 19333] 


The Committee on Interstate and “oreign Commerce, to whom 
was referred the bill (H.R. 19333) to provide greater protection for 
customers of registered brokers and dealers and mernbers of national 
securities exchanges, having considered the same, report fevorably 
thereon with an amendment and recommend that the bill as amended 
do pass. 

he amendment is as follows: 

Strike out all after the enacting clause and insert a new text-which 

appears in the reported bill in italic type. 


Purpose oF LEGISLATION 


The primary purpose of the renorted bill is to provide prote ‘tion 
for investors :* the broker-dealer with whom they are doing business 
encounters financial troubles. In these circumstances public customers 
sometimes encounter difficulty in obtaining their cash balances or 
securities from the broker-dealers. Sometimes it is just a matter of 
time until the liquidation is completed, but, unfortunately, in some 
situations the customer never fully recovers that to which he is en- 
titled. The proposed legislation would provide for the establishment 
of a fund to be used to make it possible for the public customers in 
the event of the financial insolvency” of their broker, to recover that 
to which they are entitled, with a limitation of $50,000 for each 
customer on the amounts to be provided by the proposed fund. 

In addition, the legislation mandates a general upgrading of finan- 
cial responsibility requirements of brokers and dealers to eliminate, 
"8 the maximum extent possible, the risks which lead to customer 
oss. 


BacKGROUND AND NEED For THis LEGISLATION 


The serious and persistent financial problems besetting the securi- 
ties industry in recent months have led to the voluntary liquidations, 
mergers, receiverships or, less frequently, bankruptcies of a substan- 
tial number of brokerage houses. Such failures may lead to loss of 
customers’ funds and securities with an inevitable weakening of con- 
fidence in the U.S. securities markets. Such lessened confidence has an 
effect on the entire economy. Whatever other steps must be taken to 
improve these conditions, one objective of the bill, as reported, is to 
provide investors protection against Josses caused by the insolvency 
of their broker-dealer. The need is similar, in many respects, to that 
which prompted the establishment of the Federal Deposit Insurance 
Corporation and the Federal Savings and Loan Insurance Corporation. 

As the Congress recognized in 1933 when it enacted the first Federal 
Securities Act, ‘. .. securities are intricate merchandise.”’ (H.R. Rep. 
No. 85, 73d Cong., Ist sess., May 4, 1933.) So, too, it has come to be 
reeognized that the securities business is an intricate business. Ip 
soine respects the industry is unique, and its problems and practices 
require original solutions. Broker-dealers; among their many obliga- 
tions, are responsible for safeguarding billions of dollars in cash and 
securities which belong to investors. There are today in this country 
over 26 million shareholders, many of whom have cither cash or 
securities or both in the custody of broker-dealer firms. 

Free credit balances are funds left with » broker-dealer firm by 
customers who have an unrestricted right to withdraw them on de- 
mand. This money usually comes from the proceeds of the sale of 
customer’s securities or from dividends paid. It is left on deposit with 
the broker largely as a convenience. These funds may be and are used 
by broker-dealers to maintain positions in securities. to finance 
margin purchases of other customers, aud to operate their business 
generally. Only rarely, is interest on these funds paid by the broker 
to the customer. At the present time it is estimated that approxi- 
mately $2 billion of customer money is on Geposit under these cir- 
cumstances with members of the New York Stock Exchange alone. 
This estimated figure represents a drop, however. The estimated 
total for the beginning of 1970 was $2.8 billion, and the comparable 
estimate for early 1969 was $3.7 billion. 

Broker-dealers also hold substantial amounts of customer securi- 
ties for safekeeping. While customers have an unrestricted right to 
receive on demand these securities which belong to them and are 
fully paid for, there is an inevitable risk that they may be transferred 
improperly or may be reached by creditors of the broker-dealer if the 
difficult and technical legal requirements of “‘segregation”’ are not 
observed. Moreover, securities which are not fully paid for—that is, 
margin securities-—are held by the broker-dealer and may be pledged 
bv the broker as collateral on bank loans. While figures are not avail- 
able regarding the total value of securities so held, the largest broker- 
age firm in this country recently held about $18 billion in customer 
securities for sefekeeping. By contrast, the total assets of the firm 
were about $1.8 billion. 

There are some safeguards, however, on both the State and Federal 
levels as well as in industry imposed regulations. At the Federal level 
brokers and dealers are required to register with the Securities and 


A-16 


Exchange Commission (the “Commiussion’’?) and maintain certain 
minimum capital requirements. They must limit their aggregate 
indebtedness in relation to their net capital in order to enable such 
firms to maintain prescribed minimum standards of liquidity and 
financial responsibility. They may also hypothecate or loan a cus- 
tomer’s securities only under certain prescribed conditions, ine luding 
a limitation of hypotheeation of customers securities to the aggregate 
amount owed the broker by customers. They are required to main- 
tain and preserve accurate books and records and to report to the 
customer concerning transactions in his account. 

Member firms of registered exchanges are also required to furnish 
to the customer whose free credit balances are used, statements 
disclosing the amount due to the customer, the fact that such funds 
are not segregated and may be used by the firm in its business, and 
that such funds are payable to the customer on demand. In addition, 
certain exchanges, as well as the National Association of Securities 
Dealers, require segregation and identification of customer securities. 
Under the New York Stock Exchange’s rules, for example, customers’ 
excess margin and fully paid securities must be physically separated 
from usable margin and firm securities, and their ownership specifically 
identified. This is most frequently accomplished by the bulk segre- 
gation method. 

While the totality of the rules and regulations noted above provide 
important protections for investors, it is clear that these rules are not 
sufficient by themselves to prevent the exposure of customers to sub- 
stantial risk of loss as a result of financial mismanagement by a firm 
or its employees or insolvency. 

The industry itself is aware of the implication of this. In the wake 
of the collapse of Ira Haupt & Co., a New York Stock Exchange 
member firm, that Exchange established in 1964 a trust fund to pro- 
tect customers of its member firms. Other exchanges have followed 
this step. However, for a number of reasons, such protection has not 
proved to be sufficiently comprehensive to maintain investor confi- 
dence. First, the instruments establishing the trust funds provide that 
their use is discretionary and that the trustees have no legal obligation 
to the customers of member firms. Second, the trust fund of the New 
York Stock Exchange is now virtually exhausted, having been re- 
quired to commit approximately $55 million, which includes $30 
million transferred from the Exchange’s building fund in the spring of 
this year. Finally, no trust fund has been established to protect in- 
vestors who deal with a broker who is not a member of any exchange. 

Unfortunately, since August of this year, three members or former 
members of the New York Stock Exc ‘hange have been forced to go 
into bank: ‘uptey or to commence liquidation proceedings. As of this 
date, the Exchange has not undertaken to protect the customers of 
the firms with funds from the trust fund. In refusing to do so the 
Exchange has cited the voluntary nature of the trust fund and the 
apparent exhaustion of the money available. As of this moment, 
therefore, customers of those firms must face the spectre of not only 
inevitable dc ‘lay in receiving their funds and securities, but also the 
possibility of never receiving all to which thev are entitled. 

This legislation, therefore, is designed to effect two aims. It will 
establish immediately a substantial reserve fund which will provide 
protection to customers of broker-dealers similar to that formerly 
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provided by the exchange trust funds. This will reinforce the confidence 
that investors have in the U.S. securities markets. In addition, the 
reported bill would provide for a strengthening of the financial respon- 
sibilities of broker-dealers. 


History oF Biiu 


H.R. 13308 and H.R. 17585 were identical bills introduced by 
Congressman John Moss (California) on August 4, 1969, and Congress- 
man Bertram Podell (New York) on May 12, 1970, respectively. 
Hearings were held by the subcommittee on Commerce and Finance 
in June and July 1970. During the course of those hearings various 
industry and Commission proposals were presented to the subcom- 
mittee and subsequently introduced. H.R. 18081, introduced on 
June 16, 1970, was the Commission’s proposal. H.R. 18109, intro- 
duced on June 17, 1970, was the proposal of the Joint Securities- 
Industry Task Force. H.R. 18458, introduced on July 14, 1970, was, 
with certain modifications, the joint proposal of the Commission and 
the Industry Task Force. 

After subcommittee deliberations on these bills, the subcommittee 
reported a clean bill to the full committee. This bill, H.R. 19333, 
introduced on September 17, 1970, was jointly sponsored by every 
member of the subcommittee. 

The full committee, after considering the bill, ordered it reported 
with one amendment which strikes all after the enacting clause and 
substitutes a text which makes numerous technical amendments and 
corrections to the bill as originally introduced. 


Tue Securities Investor Prorecrion CorPoRATION 


The reported bill would create a Securities Investor Protection 
Corporation (SIPC) which would be a nonprofit, membership corpo- 
ration. It would not be an agency or establishment of the U.S. Gov- 
ernment and, in addition to the powers granted by the bill, would 
have all the powers conferred upon a nonprofit corporation by the 
District of Columbia Nonprofit Corporation Act (D.C. Code, sec. 
29-101 et seq.). 

Membership in the corporation would consist of all brokers and 
dealers registered under section 15(b) of the Securities Exchange Act 
of 1934 and all persons who are members of a national securities ex- 
change, except that persons whose business as a broker or dealer 
consists exclusivery of the distribution of shares of mutual funds or 
variable annuities, would not be included in membership. 


EsraBLISHMENT OF SIPC Funp 

1. Initial fund 

The bill, as reported, provides that, within 120 days from the date 
of enactment, SIPC would have a fund which would aggregate not 
less than $75 million. It is contemplated that this fund would consist 
of $10 million in cash and $65 million in a confirmed line of credit 
from banks. This line of credit is currently being negotiated by rep- 
resentatives of the securities industry, and at the present time the 
parties involved report to your committee that they are most op- 
timistic that this line of credit will be satisfactorily obtained consistent 
with the requirements of the reported bill. 
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The $10 million in cash would be raised by an initial assessment 
on all members of SIPC as well as a transfer of certain funds from 
existing trust funds of some of the national securities exchanges. 
The initial assessment on each member of SIPC would be set by the 
legislation at one-cighth of 1 percent of gross revenues from. the 
securities business (as defined in the bill) during 1969. This assessment 
would be payable on or before the 120th day following the date of 
enactment. It is anticipated that this assessment will produce approxi- 
mately $7 million. The transfers from existing trust funds will produce 
approximately $3 million. 

2. Buildup and ultimate size of fund 


The reported bill would set $150 million, or such larger amount as 
the Commission may determine to be in the public interest, as the 
projected fund size. Until the fund totals that amount, SIPC would 
be required to impose an assessment on its members equal to one- 
half of 1 percent per annum of gross revenues from the securities 
business. ; 

The bill also requires that, after 3 years from the date of enactment, 
the fund may not include more than $50 million in confirmed lines 
of credit from banks and jnrther requires that, once the fund ag- 
gregates $150 millfon Gis cash ana confirmed Jines of credit), SIPC 
would be obligated to phase out ¢f the fund all confirmed lines of 
credit. During this phaseout peried, SIPC would be required to 
endeavor to impose assessments i such a manner that the aggregate 
assessment payable by its mensvers would be not less than one-fourth 
of 1 percent of aggregate gross revenues from the securities business. 
SIPC would be required to maintain assessments at that level unit) the 
fund aggregates $150 million in cash (exclusive of confirmed lines of 
credit). In addition, SIPC would be required to impose assessments 
at this level (4 of 1 percent) at any time in the future that the fund 
would drop below $150 million i: cash, exclusive of confirmed lines 
of credit. 

The bill, as reported, wouid elso require that the assessment imposed 
by SIPC be at a level.of one-half of 1 percent of gross revenues from 
the securities business: (1) during any period when there are out- 
standing borrowings from either a bank or the U.S. Treasury (see 
sec. 3, infra.), and (2) whenever the amount in the fund (exclusive of 
confirmed lines of credit) falls below $100 million. 

These assessment provisions are designed to develop the fund, as 
rapidly as feasible, to a total amount of $150 million, in cash and 
credit, and then to provide for a phaseout of the confirmed lines of 
credit and a buildup to $556 million in cash. On the basis of the best 
information available to yor committee, it is believed that a fund of 
the size contemplated by these provisions should be more than suffi- 
cient to meet» problems likely to be encountered. However, two 
stopgap measures are provided. First, the Commission may require 
a larger fund size if it determines that to be in the public interest. 
Second, the proposed legislation would provide for U.S. Treasury 
funds to be loaned to SEPC under certain limited cireumstances. 

8. Borrowing authority 

SIPC would be auttrized to borrow from private capital markets 
when necessary. SIPC would also be authorized to borrow up to $1 
billion indire |» from the U.S. Treasury. Such loans would be techni- 
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cally effected through the Commission. Loans could be granted to SiPC 
by the Commission, but only after the Commission had determined 
that the loan was necessary for the protection of customers of brokers 
and dealers and for the maintenance of confidence in the U.S. securities 
markets. In addition, SIPC would have to submit to the Commission 
a plan to provide as reasonable assurance of prompt repayment as 
may be feasible under the circumstances. Under the provisions of the 
reported bill, the Commission would then be authorized to borrow the 
funds from the Treasury by issuing to the Secretary of Treasury notes 
or other obligations for the amount of such borrowings. Such notes 
would bear interest at a rate determined by the Secretary of the 
Treasury. Thereafter, the funds would be loaned by the Commission 
to SIPC. 

If the Commission determines that the assessments Lineoed by 
SIPC would not provide for sufficiently prompt repaymeni sf such 
noies or obligations, the Commission may, by rule or regulation, 
impose upon the purchasers of equity securitites a transaction fee 
that could not exceed one-fiftieth of 1 percent of the purchase price of 
the securities (that is, 20 cents per $1,000). Transactions of $5,000 or 
less could be exempt, however, from this transaction fee. This would 
cause the incidence of this fee to fall largely on the institutional or 
other substantial investor and only to a minor extent upon the small 
investor. 

Your committee has set the Treasury berrowing eutnority at 
$1 billion as a figure unlikely to be required in any situation except 
one of extreme financial stress. For protection of the type contemplated 
by this bill, provisions for the most extreme situation—no matier how 
remote—should be made. Your committee believes that these provi- 
sions accomplish that end. 


4. Scope of assessments 

The assessment authority of SIPC is one of the critical features of 
this legislation. The bill, as reported, provides that SIPC ma impose 
assessments (1) based on gross revenues from the securities business, 
or (2) based on any or all of certain factors enumerated, namely / 
the amount or composition of gross revenues from the securiue 
business, (2) the dollar volume of transactions effected, (3) -he number 
of customer accounts maintained, (4) the amounts © cash and securi- 
ties in such accounts, (5) the member’s net capit: , (6) the nature of 
the member’s activities and the consequent risks, or (7) other relevan¢ 
factors. 

Obviously, during periods when the maximum assessment rate of 
one-half of 1 percent of gross revenues from the securities business 
is in effect, all assessments will be based on that one factor. However, 
during other periods when assessments are being made, your committee 
expects that all members of SIPC would not pay the same assessment 
rate. SIPC, subject to Commission oversight, would be expected to 
endeavor tu develop a formula sr formulae by which assessments 
would be geared to any or all of several risk factors as well as other 
factors 

A broad definition of gross revenues from the securities business 
has been set forth in section 4(i) of the legislation, where 11 sources of 
gross revenues are enumerated. It is the intent of your committee that 
each source be computed separately (but without duplication). ‘T'here- 
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fore, a loss in one area cannot be taken as a set-off in another, and no 
provision has been made for a carryover from year to year. The 
enumerated sources are: 

(1) Commissions earned in securities transactions; (2) charges for 
executing and clearing transactions; (3) net realized gain from princi- 
pal transactions in trading accounts; (4) net profit from the manage- 
ment of or participation in the underwritings or distribution of 
securities; (5) interest earned on customers’ securities accounts; (6) 
fees for investment advice or supervision of accounts except to the 
extent that they relate to services rendered to a mutual fund or insur- 
ance company separate account; (7) fees for the solicitation of proxies, 
tenders, or exchanges; (8) income from service charges or other sur- 
charges with respect to securities; (9) dividends and interest received 
on securities in investment accounts (except as otherwise provided by 
rule by the Commission); (10) fees in connection with put, call, and 
other option transactions; and (11) fees and other income for all other 
investment banking services 

In addition, the bill, as reported, would include in the term securi- 
ties only those real estate, or oil, gas, or other mineral rights which 
have been registered under the Securities Act of 1933. 

Your committee ¢°termined to remove from the assessment pro- 
visions revenues derived from certain sources, namely (1) the business 
of insurance, (2) the distribution of mutual fund shares and variable 
annuities, (3) the rendering of investment advisory services to mutual 
funds or insurance company separate accounts, and (4) activities in the 
capacity of agent for the Federal Reserve Board in the distribution of 
U.S. Treasury bonds, bills or notes by members formally recognized 
as a reporting dealer by the Federal Reserve Board. 

With respect to items (2), (3) and (4) above, your committee 
reached these determinations not because it made a judgment that 
such activities are or are not properly considered to be broker-dealer 
activities, but rather because it seemed appropriate—for other 
reasons—not to include them in the assessment schedule. With 
respect to items (2) and (3), your committee was of the opinion that 
there are fous! on bovh sides of these transactions persons in the 
status of investors rather “aan an investor and a person who is an 
operator within the market fraternity—that is, one who depends 
upon the operations of the market and benefits substantially by a 
healthy and viable marketplace. 

With respect to item (4), your committee sought to protect those 
dealers who are formally recognized as reporting dealers by the 
Federal Reserve Board from suffering competitive disadvantage with 
certain commercial banks who are also recognized as reporting dealers 
with the Federal Reserve Board. 

These revenues were,removed irom the 2ssessment scheme by pro- 
viding (1) that persons who would otherwise be members of SIPC 
but who engage exclusively in certain of these four activities would be 
exempt from membership in SIPC, and that, as to those who engage in 
these activities but not exclusively, (2) revenues from these activities 
not be included in gross revenues from the securities business, and 
(3) SIPC not use the other factors permitted to be considered in 
setting assessments in such a way as to include any of these activities. 

The bill provides that the maximum assessment upon any member 
for any 12-month period that could be imposed by SIPC would be 
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one-half of 1 percent of such member s gross revenues. The biil further 
provides that under three specified conditions SIPC would be required 
to impose assessments at that level. Under two specified conditions 
SIP¢ vould be rec quired t el deavor to impose assessments in such 
maniicr that the agg: gate assessment payable by its members would 
be not less than one-fourth of 1 percent of aggregate gross revenues. 
(See section 2, above.) 

During other times it is anticipated that SIPC would impose such 
assessments as it dems necessary and appropriate (subject, of course, 
to the limitations set forth in the legislation). Se long as it is possible 
to maintain the fund at the required levels, SIPC need not impose 
any assessment. During the initial time period the rate of assessment 
will, in effect, be in excess of one-half of 1 percent because of the 
one-time initial star t-up assessment of one-eighth of 1 percent of gross 
revenues for 1969 and the subsequent assessment of one-half of 1 
percent of gross revenues. 


Funcrion or SIPC 


If SIPC determines that any of its members has failed or is in danger 
of failing to meet its obligations to customers and that one or more of 
certain specified conditions exist, then it would apply to a court of 
competent jurisdiction for a decree adjudicating that the customers of 
such member are ii need of the protections provided for by this legis- 
lation. The conditions specified in the bill are as follows: 

(1) Insolvency, within the meaning of the Bankruptcy Act, or 


ian ee to meet obligations as they mature; 
‘That the member has committed an act of bankr uptey; 
3) That the member is subject to a proceeding in which a receiver, 
trustee, or liquidator has been appointed; 

(4) That the member is not in compliance with applicable require- 
ments of law with respect to financial responsibilities of broker-dealers 
or hypothecation of customer securities; or 

(5) That the member is unable to make such computations as may 
be necessary to establish compliance with financial responsibility or 
hypothecation rules. 

The court, after such adjudication, would appoint such persons as 
SIPC would specify to serve as trustee for purposes of liquidation of 
the business of the member. The trustee would be obligated to carry 
out the liquidation, ara all the requirements set forth by the re- 
ported bill. SIPC would advance to the trustee such sums from the 
SIPC fund as would be necessary to provide for prompt payment of 
claims of customers of the debtor, but only to the extent of $50,000 for 
each customer, This significant provision will make it possible for pub- 
lic customers to receive promptly that to which they are entitled 
without the delay entailed in waiting for the liquidation proceeding 
to be completed. In addition, and subject to the limitation of $50, 000, 
public customers of the broker-dealer would receive back 100 percent 
of that to which they are entitled. It is, of course, hoped and contem- 
plated that, when the liquidation proceedings are completed, SIPC 
: ill receive back some mone ys from the trustee. 


LIQUIDATION PROCEEDINGS 


The bill, as reported, establishes procedures for the prompt and 
orderly liquidation of SIPC members when required. The liquidation 
of stockbrokers is at present governed by section 60e of the Bank- 
ruptey Act (11 U.S.C. 96), enacted in 1938. Over the years certain 
shortcomings in section 60¢ have become apparent (see, for example, 
Report of the Special Study of Securities Markets, H.R. Doe. No. 95, 
88th Cong., Ist sess., ch. II], pt. 1, p. 410 et seq., 1963). Because pay- 
ments of SIPC funds to customers of SIPC members in liquidation can 
be made only as an integral part of liquidation proceedings, the bill 
provides that SIPC members will be liquidated in special proceedings 
outside the Bankruptey Act. In so doing, the bill also seeks to remedy 
the shortcomings in section 60c referred to above. 

Subject to specified conditions, the bill provides that liquidation 
proceedings under this legislation will be conducted in accordance with, 
and as though they were being conducted under, certain prescribed 
provisions of he Bankruptey Act. In addition, the bill uses certain 
terms defined in section 60e with the meanings there established, except 
as further defined in the reported bill. 

Tie bill provides that, if a SIPC member with respect to whom an 
application is filed (hereinafter called a debtor) consents to or fails 
to contest the application or fails to show facts sufficient to controvert 
any material allegation of the application, the court is required to ap- 
point for the debtor a trustee designated by SIPC. An application by 
SIPC may be filed notwithstanding the peidency of any bankruptcy, 
receivership or other simiar proceedings, and all such proceedings are 
required to be stayed pending and upon appointment of a trustee. 

The reported bill directs the trustee to complete open securities 
transactions for public customers. In the opinion of your committee, 
the completion of such transactions will be in the intere —£ the public 
as well as investors. It is designed to minimize the dism. ‘ion caused 
by a failure of a broker-dealer, precluding the ‘‘domi — effect’’ of 
such failure. Accordingly, the bill requires the trustee .o complete 
all the debtor’s open contractual commitmente — ‘ating to securities 
transactions In which a customer had an interes Experience may 
show that there are certain types of customer u'ansactions which 
should not be completed, and certain types of noncustomer trans- 
actions which should be completed. The Commission is, therefore, 
given rulemaking authority to prohibit or direct completion of these 
types of transactions. Completion essentially involves a question of 
the adequacy of working canital. Accordingly, if and to the extent the 
debtor’s available funds are insufficient to complete transactions. 
SIPC is to provide the funds, with reimbursement to be made to it 
on a priority basis. 

Your committee also believes that it is in the interest of customers 
of a debtor that securities held for their account be distributed to them 
as rapidly as possible in order to minimize the period during which 
they are he bee to trade and consequently are at the risk of market 
fluctuations. The bill requires the trustee to publish and mail notice of 
liquidation proceedings to customers and, with certain exceptions, 
requires claims to be filed during a period fixed by the court, but not 


more than 60 days after publication of the notice. To the extent net 
previously distributed, securities would be distributed promptly upon 
the expiration of this period. i 

Section 60e provides for the return to customers of fully paid 
securities which are “specifically identifiable’ as their property. 
The bill carries forward the 60e concept of specific identification 
except that, among other things, identification need be made only as of 
the filing date of the application for appointment of a tcustee and 
except that the bill makes it clear that securities held in bulk segrega- 
tion or in central certificate services are specifically identifiable. To 
provide for future developments in the processing and custody of 
securities, the bill gives ihe SEC rulemaking authority to establish 
other types of custody which would constitute specific identification, 

Section 60e also provides that property held for customers (other 
thun specifically identifiable property) constitutes a single and separate 
fund in which customers of the debtor are entitled to shure ratably. 
This concept is carried forward in the bill, except that it is intended 
that, to the extent possible, the trustee will deliver to a customer 
against his claim for securities, the same securities (that is, securities 
of the same issuer, class, and series) which were held for his account 
on the filing date. For purposes of valuing claims of customers for 
securities and the extent to which they have been discharged, securi- 
ties will be valued as of the filing date. To the extent that property in 
the single and separate fund is insufficient to discharge claims of 
customers payable out of that fund, SIPC is required to advance 
funds to the trustee to discharge such claims. SIPC woula not be 
vequired to advance more than $50,000 per customer. For this pur- 
pose a broker-dealer is not considered a custcmer of the debtor except 
to the extent that claims of such broker-dealer arise out of trans- 
actious for customers of such broker-dealer, in which event, each 
such customer is deemed a seperate customer of the debtor. 

The bill, as reported, gives the trustee the powers of a trurtee in 
bankruptey and of a trustee in a chapter X reorganization. Your 
committee considers it appro) viate to vest the trustee with the latter 
reorganization powers because such powers will be required to operate 
the business of the debtor pending completion of open transactions, 
and the delivery of cash securities to customers. The bill specifically 
provides that no plan of reorganization may be formulated. Reports to 
the court by the trustee are to be in such form and detail as shall be 
determined by the Commission, having regard to the recordkeeping 
requirements under the Securities Exchange Act of 1934, and the 
magnitude of items and transactions involved in’ the securities 
business. 

in general, the court in which an application is filed is vested with 
the powers of & court in a chapter X reorganization and certain 
powers of a trustee in bankruptey. The court is specifically denied the 
power to abrogate the rights of setoff provided in section 68 of the 
Bankruptcy Act or the right to enforce a vaus, nonpreferential lien, 
but it may stay enforcement of such rights for an appropriate period 
of short duration. 


H.R. Rep. No. 1383, 73rd Cong., 2d Sess. 1-16 (1934) 
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APRIL 27, 1934.-—-Cor.mitted to the Committee of the Whole House on the state 
of the Union and ordered to be printed 


Mr. Raysvurn, from the Committee on Interstate and Foreign Com- 
merce, submitted the following 


REPORT 


{To accompany H.R. 9323] 


The Committee on Interstate and Foreign Commerce, to whom 
was referred the bill (H.R. 9323) to provide for the regulation of se- 
curities exchanges and of over-the-counter markets operating in 
interstate and foreign commerce and through the mails, to prevent 
inequitable and unfair practices on such exchanges and markets, and 
for other purposes, report favorably thereon without amendment 
and recommend that the bill do pass. 


I. Inrropuctory STATEMENT 


THE PRESIDENT’S MESSAGE AND LETTER 


Ou February 9, 1934, the President sent the following message to 
Congress: 


To the Congress: 


In my message to you last March proposing legislation for Federal supervision 
of national traffic in investment securities I said: ‘This is but one step in our 
broad purpose of protect.ng investors and depositors. It should be followed by 
legislation relating to the better supervision of the purchase and sale of all property 
dealt with on exchanges.”’ 

This Congress has performed a useful service in regulating the investment busi- 
ness on the part of financial] houses and in protecting the investing public in its 
acquisition of securities. 

There remains the fact, however, that outside the field of legitimate investment 
naked speculation has been made far too alluring and far too easy for those who 
could and for those who could not afford to gamble. 

Such speculation has run the scale from the individual who has risked his pay 
envelop or his meager savings on a margin transaction involving stocks with whose 
true value he was wholly unfamiliar, to the pocl of individuals or corporations with 
large resources, often not their own, which sought by manipulation to raise or 
depress market quotations far out of line with reason, all of this resulting in loss 
to the average : .vestor, who is of necessity personally uninformed. 
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The exchanges in many parts of the country which deal in securities and com- 
modities conduct, of course, a national business because their customers live in 
every part of the country The managers of these exchanges have, it is true, 
often taken steps to correct certain obvious abuses. We must be certain that 
abuses are eliminated and to this end a broad pcliey of national regulation is 
required. 

It is my belief that exchanges for dealing in securities and commodities are 
necessary and of definite value to our commercial and agricultural life. Never- 
theless, it should be our national policy to restrict, as far as possible, the use of 
these exchanges for purely speculative operations. 

I therefore recommend to the Congress the ensetment of legislation providing 
for the regulation by the Federal Government of the operations of exchenges 
dealing in securities and commodities for the protection of investors, for the safe- 
guarding of values, and, so far as it may be possible, for the elimination of unneces- 
sary, unwise, and destructive speculation. 

FRANKLIN D. RoosEVELT. 

Tue White Hovse, February 9, 1934. 


On March 26, 1934, the President sent the following letter to the 
oS 


chairman of this committee: 
THe Waite Howse, 
Washington, March 26, 1934. 
Hon. Sam Raysurn, 
Chairman Interstate and Foreign Commerce, 
House of Representatives. 

My Dear Mr. CuHarrman: Before I leave Washington for a few days holiday, 
I want to write you about a matter which gives me some concern. 

On February 9, 1934, I sent to the Congress a special message asking for Federal 
supervision of national traffic in securities. 

It has come to my attention that a more definite and more highly organized 
drive is being made against effective legislation to this end than against any 
similcr recommendation made by me during the past year. Letters and telegrams 
bearing all the earmarks of origin at some common source are pouring in to the 
White House and the Congress. 

The people of this country are, in overwhelming majority, fully aware of the 
fact that unregulated speculation in securities and in commodities was one of the 
most important contributing factors in the artificial and unwarranted ‘‘bvom”’ 
which had so much to do with the terrible conditions of the years following 1929. 

I have been definitely committed to definite regulation of exchanges which deal 
in securities and commodities. In my message I stated, ‘it should be our national 
policy to restrict, as far as possible, the use of these exchanges for purely specula- 
tive operations.” 

I am certain that the country as a whole will not be satisfied with legislation 
unless such legislation has teeth in it. The two principal objectives are, as I 
see it— 

First, the requirenient of what is known as margins so high that speculation, 
even as it exists today, will of necessity be drastically curtailed; and 

Second, that the Government be given such definite powers of supervision over 
exchanges that the Government itself will be able to correct abuses which may 
arise in the future. 

We must, of course, prevent insofar as possible yanipulation of prices to the 
detriment of actual investors, but at the same time we must eliminate unnecessary, 
unwise, and destructive speculation. 

The bill, as shown to me this afternoon by Senator Fletcher, seems to meet the 
minimum requirements. I do not see how any of us could afford to have it 
weakened in any shape, manner, or form. 

Very sincerely, 
FRANKLIN D. ROOSEVELT. 


THE GENERAL PURPOSES OF THE BILL 


To reach the causes of the ‘‘unnecessary, unwise, and destructive 
speculation” condemned by the President’s message, this bill seeks 
to regulate the stock exchanges and the relationships of the investing 
public to corporations w hich invite public investment by listing on 
such exchanges. 
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The bill is conceived in a spirit of the truest conservatism. It 
attempts to change the practices of exchanges and the relationships 
between listed corporations and the investing public to fit modern 
conditions, for the very purpose that they may endure as essential 
elements of our economic system. The lesson of 1921-29 is that 
without changes they cannot endure. 

The bill is not a moral pose or a vengeful striking back at brokers 
fer the losses which nearly the entire Nation has suffered in the last 
5 years. Nor is its purpose or effect to regiment business in any wav. 
It is simply an earnest attempt to make belated intelligent adjus.- 
ments, long required by changing conditions, in a faulty system of 
distributing shares in corporate enterprise among the public—a system 
which from the coldly objective viewpoint of the welfare of a conserv- 
ative public simply has not worked. The out-of-date unsuitability to 
post-war conditions of a whole series of economic interrelationships of 
which the stock exchenges are the nerve center has uncontrollably 
accentuated natural moderate fluctuations of our economic system 
into mad booms and terrible depressions. And such booms and 
depressions constitute a more real danger to ‘he stability of a moder- 
ate, honest, individualistic state than all the unsound theories in the 
world. This bill seeks to save, not destroy, stock markets and busi- 
ness. by making necessary changes in time. 

Tne fundamental fact behind the necessity for this bill is that the 
leaders of private business, whether because of inertia, pressure of 
vested interests, lack of organization, or otherwise, have nox since the 
war been able to act to protect themselves by compelling a continuous 
and orderly program of change in methods and standards of doing 
business to match the degree to which the economic system has itself 
been constantly changing—-changing in the proportion of the wealth 
of the Nation invested in liquid corporate securities traded in on the 
stock exchanz.., changing in the relationship of the distribution of 
securities and tue trading in securities to the bale ced utilization of 
the Nation’s credit resources in the financing of agi ure, commerce, 
and industry. The repetition in the summer of 1% f the blindness 
and abuses of 1929 has convinced a patient public unat enlightened 
self-interest in private leadership is not sufficiently powerful! to effect 
the necessary changes alone—that private leadership seeking to. 
make changes must be given Government help and protection. 

Since the war the interest of the public at large in the ownership 
of corporate enterprise has grown bigger, the size of the corporate 
unit has increased, the diffusion of corporate ownership has widened, 
all correlatively. Not only is nearly one half of the entire national 
wealth of the country represented by corpoiate stocks and corpo- 
rate and Governinent bonds, but nearly one half of that corporate 
wealth is vested in the 200 largest nonbanking corporations which, 
piercing the thin veil of the holding company and disregarding a 
relatively few notable exceptions, are owned in each case by thousands 
of investors and are controlled by those owning only a very small 
proportion of the corporate stock. Ownership and control are in most 
cases largely divorced. It is estimated that more than 10,000,000 
individual men and women in the United States are the direct pos- 
sessors of stocks and bonds; that over one fifth of all the corporate 
stock outstanding in the country is held by individuals with net 
incomes of less than $5,000 a year. Over 15,000,000 individuals hold 
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insurance policies, the value of which is dependent upon the security 
holdings of insurance companies. Over 13,000,600 men and women 
have savings accounts in mutual savings banks and at least 25,000,000 
have deposits in national and State banks and trust companies— 
which are in turn large holders of corporate stocks and bonds. 

With this growth in security ownership by the public, the security 
markets have grown proportionately in importance. Two hundred 
and thirty-seven million corporate shares were sold oa the New York 
Stock Exchange in 1923; despite the depression 654,000,000 shares 
were sold in 1933. 

With such concentration of n-tional wealth in the form of liquid 
corporate securities the economic machinery of the whole country is 
now affected by, and is organized primarily to serve, security markets 
which are as sensitive as a hair trigger. A magnificently organized 
lending machinery which operates by wire, can, with an offer of call- 
loan safety and 1 percent higher interest, draw funds from local banks 
which would otherwise seek moderate investment in local business 
enterprise, to finance the pool of a far-away metropolitan speculator 
distributing through the stock exchanges the securities of a huge 
corporate merger designed ultimately to swallow and destroy local 
enterprise. And there is a demonstrable direct relationship between 
easy credit for the purchase of new securities in the stock market and 
the trend toward industrial monopolies so accentuated since the war. 

A rise in the security markets stimulates economic activity in all 
lines of business, a fall in the market precipitates a decline. If the 
rise in the market is occasioned by an excessive use of credit, a decline 
in the market loosens a process of deflation which feeds on itself and 


Tuins not only security prices but all business as well. Between 1922 
and 1929 brokers’ loans increased from 1} billion dollars to 844 billion 
dollars. Five billion dollars of this increase took place in 3 years, 
1% billion dollars in the last 3 months. In the crash of 1929 the same 
loans declined 3 billion dollars in the first 10 days and 8 billion dollars 
in the next 3 years. These figures alone will enable the economic 
historian of the future to describe the unhealthy D hag apap of iy29 


and the inevitable grief and suffering that followed in the succeeding 
years—grief and suffering that overwhelmed and carr'ed away not 
merely the spr culative gains of those who participated in the specula- 
tive debauch, not mere:y the savings of the most frugal and most 
thrifty invested in securities, but eventually the operating proiits of 
every business in the country no matter how unrelated to stocs 
exchanges. 

All through these years the machinery of the stock exchanges and 
of corporate management have only grown bigger without growing 
different. But this significant growth in size and importance of the 
exchanges and the business they do with the public has necessitated a 
real difference in kind in the treatment of that public by the law and 
by business ethics. Stock exchanges which handle the distribution 
and trading of a very substantial part of the entire national wealth 
and which have developed a technique of sucking funds from every 
corner of the country cannot operate under the same traditions and 
practices as pre-war stock exchanges which handled substantially 
only the transactions of professional inves‘orr and speculators. And 
standards of corporate management adequate to inspire investor 
confidence in the ‘‘caveat stockhulder’”’ era of closely held stock- 
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holder-managed companies cannot ove stably perpetuated in au era 
where one company boasts over 700,000 stockholders, and 200 cor- 
poratiors control one half the corporate wealth of the country. 

If investor confidence is to come back to the benefit of exchanges 
anu corporaticns alike, the law must advance. As a complex society 
so diffuses and differentiates the financial interests of the ordinary 
citizen that he has to trust others and cannot personally watch 
the managers of all his interests as one horse trader watches an- 
other, it becomes a condition of the very stability of that society 
that its rules of law and of business practice recognize and protect 
that ordinsry citizen’s dependent position. Unless constant exten- 
sion of the legal conception of a fiduciary relationship—a guarantee 
of ‘straight shooting”—suppor che constant extension of mutual 
confidence which is the foundati.n of a maturing and complicated 
economic system, easy liquidity of the resources in which wealth is 
invested is a danger rather than a prop to the stability of that system. 
When everything everyone owns can be sold at once, there must be 
confidence not to sell. Just in proportion as it becomes more liquid 
and complicated, an economic system must become more moderate, 
more honest, and more justifiably self-trusting. 

When corporations were small, when their managers were inti- 
mately acquainted with their owners and when the interests of 
management and ownership were substantially identical, conditions 
did not require the regulation of security markers. Even those who in 
former days managed great corporations were by reason of their 
personal contacts with their shareholders constantly aware of their 
responsibilities. But as management became divorcea from owner- 
ship and came under the control of banking groups, men forgot that 
they were dealing with the savings of men and the making of profits 
became an impersonal thing. When men do not know the victims 
of their aggression they are not always conscious of their wrongs. 
President Wilson showed a keen prophetic sense when he stated: 

Society cannot afford to have individuals wield the power of thousands with- 
out personal responsibility. It cannot afford to let its strongest men be the only 
men who are inaccessibie to the law. Modern democratic society, in particular, 
cannot afford to constitute its economic undertakings upon the monarchial or 
aristrocratic principle and adopv tne fiction that the kings and great men thus set 
up can do no wrong whi_h will meke them personally amenable to the law which 


restrains smaller men; that their kingdom, not themselves, must suffer for their 
blindness, their follies, and their transgressions of right. 


Il. GENeR»L ANALYSIS OF THE BILL 
ITS SCOPE AND CONSTITUTIONALITY 


The causes of dangerous speculation in the securities markets go 
far deeper than defects and abuses in stock-exchange machinery 
alone. They include inadequate central control of a national credit 
system that too easily provides for speculation funds which the na- 
tional welfare much more requires in local commerce, industry, and 
agriculture. They include inadequate corporate reporting which keeps 
in ignorance of necessary factors for intelligent judgment of the values 
of securities a public continually solicited to buy such securities by the 
sheer advertising v.¢ of listing. They include exploitation of that 
ignorance by self-perpetuating managements in possession of inside 
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information. Speculation, manipulation, faulty credit control, in- 
vestors’ ignorance, and disregard of trust relationships by those whom 
the law should regard as fiduciaries, are all a single seamless web. No 
one of these evils can be isolated for cure of itself alone. A stock- 
market pool, for instance, is only an effect and not a cause; the ma- 
nipulator, a shell-game artist who can live only by following the county 
fair of too easy credit and ignorance. 

A bill seeking effectively to control and regulate the securities 
markets therefore necessarily covers a wide field—necessarily touches 
more than a few willful speculators of Wall Street, necessarily calls for 
the cooperation of the widespread economic interests which the sec uri- 
ties market affects. Business which was engulfed and nearly destroyed 
by the speculations of 1929 has its contribution to make in the form of 
fair and informing reports. Banks whose assets were carried away in 
loans based upon values inflated by reckless speculation must co- 
operate in permitting coordinated control of the delicate credit system 
which has been left to their management despite the fact that the 
Nation has had to expend billions of dollars to insure their solvency. 

The factual situation which makes the legislation necessary is set 
forth in section 2. These recitals of fact: the use of the security mar- 
kets as interstate markets in which ownership passes from residents of 
one State to those of another; the constant use of the postal facilities 
for the conduct of these markets; the abundant use of the credit facili- 
ties of national banks e-d of member banks of the Federal Reserve 
System; the effect of security prices upon transactions in interstate 
commerce, upon bank loans, upon taxes and upon credit available for 
trade, transportation, and industry—are common knowledge not only 
among economists but among bankers and business men everywhere. 
This legislation is not an attempt to reach out and correct the morals 
of the citizens of any one State; .¢ is an attempt to deal with very 
vital econo.nic problems going to the root of the functioning of our 
national credit system. 

The constitutional significance of the wide delegation of powers to 
the Federal Reserve Board and to the Federal Trade Commission, 
which would administer the act, has been considered with particular 
care—and the delegation made only with the indication of such maxi- 
mum standards for discretion as, in the considered judgment of the 
Committee, the vechnical character of the protlems to be dealt with 
would permit. The bill legislates specifically just as far as the Com- 
mittee feels it can. The original bill submitted to the Committee 
dealt very specifically and definitely with a number of admitted 
abuses. In many cases, however, the argument was made that while 
the solutions offered might be correct, their effects were so far-reaching 
as te make it inadvisable to put these solutions in the form of statutory 
enactments that could not be changed in case of need without Congres- 
sional action, Representatives of the stock exchanges constantly 
urged a greater degree of flexibility in the statute and insisted that 
the complicated nature of the problems justified leaving much greater 
latitude of discretion with the administrative agencies than would 
otherwise be the case. It is for that reason that the bill in dealing 
with a number of difficult problems singles out these problems as 
matters appropriate to be subject to restrictive rules and regulations, 
but leaves to the administrative agencies the determination of the 
most appropriate form of rule or regulation to be enforced. In a 
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field where practices constantly vary and where practices legitimate 
for some purposes may be turned to illegitimate and fraudulent 
means, broad discretionary powers in the administrative agency have 
been found practically essential, despite the desire of the Committee 
to limit the discretion of the administrative agencies so far as com- 
patible with workable legislation. It has been represented that the 
pleas of the representatives of the stock exchanges for the vesting 
of broad discretionary powers in the administrative agencies have 
been made with a view to subjecting the bill to constitutional attack 
at a later date. The Committee has, however, taken the pleas 
in good faith believing that the nature of the legislation is such as to 
justify within constitutional limitations that measure of flexibility 
required in dealing with so intricate a subject matter. 


ORGANIZATION OF BILL 


The chief provisions of the bill may be grouped under six headings: 
(a) control of credits; (b) control of manipulative practices; (c) 
provision of adequate and honest reports to securities holders by 
registered corporations; (d) control of unfair practices of corporate 
insiders; (e) centrol of exchanges and over-the-counter markets; (f) 
administration. 

CONTROL OF CREDITS 


The underlying theory of the bill with respect to control of credit 
is as follows: 

(1) Without adequate control the too strong attraction of a specu- 
lative stock market for credit prevents a balanced utilization of the 
Nation’s credit resources in commerce, industry, and agriculture ; 


(2) To offect such better balance, all speculative credit should be 
subjected to the central control of the Federal Reserve Board as the 
most experienced and best equipped credit agency of the Government. 

(3) To achieve that control the Federal Reserve Board should be 
vested with the most effectual and direct power over speculative 
credit, ie., the power to control margins on the actual ultimate 
speculative loans themselves. 

(4, Both for the direction and the protection of the Federal Reserve 
Board in the administration of flexible powers, Congress should offer 
the Board some definite margin standard to indicate the judgment 
of Congress that the amount of credit previously routed through the 
stock markets has been excessive and to indicate the approximate 
proportion in which such amount should be reduced. 

To accomplish these purposes, sections 6 and 7 of the bill gives the 
Federal Reserve Board power to control speculative credit. The prob- 
lem of control has been approached from several directions because of 
the certainty that no purpose of the bill will be more tempting to 
evasion. Borrowings by brokers to finance their customers are con- 
fined to borrowings from or through member banks of the Federal 
Reserve System or those nonmember banks which apply for a license 
from the Board. With respect, to loans to the ultimate speculating 
customer, the Board is substantially given power by rules and regula- 
tions to fix margins on (a) all loans on securities from brokers to 
customers, and (6) loans from banks and others to customers made 
on equity securities and to carry or purchase securities. For the 
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purposes of guiding and protecting the Board from undue speculative 
pressure in the exercise of its discretion, the bill includes as a standard 
for the rules and regulations of the Board a limitation of credit on 
the initial granting of loans to 55 percent of the current market price 
of the securities offered as collatersl, or 100 percent of the lowest 
market price of the preceding 3 years, whichever is the greater. 

To avoid any conceivable deflationary effects upon presently exist- 
ing loans on securities, all such loans, and renewals and extensions 
thereof, are exempt from the application of section 6 until January 
1, 1939. 

The main purpose of these margin provisions in section 6 is not to 
increase the safety of security loans for lenders. Banks and brokers 
normally require sufficient collateral to make themselves safe without 
the help of law. Nor is the main purpose even protection of the small 
speculator by making it impossible for him to spread himself too 
thinly—although such a result will be achieved as a byproduct of 
the main purpose. 

The main purpose is to give a Government credit agency an effective 
method of reducing the aggregate amount of the nation’s credit 
resources which can be directed by speculation into the stock market 
and out of other more desirable uses of commerce and industry—to 
prevent a recurrence of the pre-crash situation where funds which 
would otherwise have been available at normal interest rates for uses 
of local commerce, industry, and agriculture, were drained by far 
higher rates into security loans and the New York call market. 
Increasing margins—i.e., decreasing the amounts which brokers or 
banks may lend for the speculative purchase and carrying of stocks—is 
the most direct and the most effective method of discouraging an 
abnormal attraction of funds into the stock market. 

When margins are discussed with this main purpose in mind 
differences between the collateral value of gilt-edged bonds and specu- 
lative stocks, the credit-worthiness of particular borrowers and 
similar considerations which have been urged as reasons why each loan 
should be treated as a particular problem in itself—considerations 
which affect not a general national credit policy; but only the safety 
of a particular stock transaction from the standpoint of a particuar 
lender and particular borrower—are unimportant. 

Section 6 empowers the Federal Reserve Board to prescribe mar- 

ins for both brokers and banks on securities registered on exchanges 
icensed under the bill (hereinafter referred to as registered securi- 
ties)—both for the initial opening and for the maintenance or carry- 
ing of accounts. The Board is given complete legal authority to fix 
margins at any point. But a standard is included in the bill as an 
indication by Congress to the Board that from the standpoint of a 
general policy of utilization of national credit resources, the Board 
should control the credit available to the stock market to an amount 
roughly corresponding to such standard. 

0 protect margin requirements from evasion brokers may lend 
only on listed securities excepting exempted securities. Banks are 
subject to margin limitations only on loans on registered equity 
securities in cases where the loan is sought for the purpose of pur- 
chasing or carrying securities. The Board is not required to fix 
the same margins for banks as for brokers and is given a free hand in 
fixing margins for maintenance as distinguished from margins for 
the initial opening of accounts. 
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It has seemed necessary to empower the Board to fix margins for 
banks as well as for brokers (a) to prevent evasion of restrictions on 
brokers’ margins through loans by banks; (6) to increase the powers 
of the Board over specuiative loans by its member banks; and (c) 
to give the Board an effective power (it has no powers at present) over 
speculative loans by nonmember banks. 

The margin standard in Section 6 has been expressed as a per- 
centage of market value which may be lent upon securities rather 
than of the amount which the customer is required tc deposit at the 
time of his purchase. The basic loan value provided by the standard 
for the initial opening of an account is 55 percent of market value of 
the securities lent upon, i.e., from the standpoint of what the cus- 
tomer must ‘‘put up’’, a 45-percent margin. This standard is not 
indicated for the purposes of maintenance of the account. The 55- 
percent loan value indicated would govern in the long run of a rising 
market. But to afford easier margins for the present market and for 
a possible future declining market a more favorabie alternative 
standard is indicated in Section 6 (a) (2), which, by the finding of 
Standard Statistics Service, would operate to permit, at the present 
time, an average initial loan value of 65% percent of market value on 
the stocks now listed on the New York Steck Exchange, or, from the 
customer’s point of view, a margin of only 34} percent. 

Under this alternative standard, the margin is only 2* percent in 
the case of a security that is selling at not more than 03% percent 
above its 3-year low. As the security increases in price the margin 
required gradually increases proportionately until, when the security 
has reached a price that is more than 80 percent above its 3-year low, 
a margin of 45 percent is required. This flexible margin standard 
permits a relatively low margin in the case of stable securities such 
as bonds, while it requires a higher margin in the caso of volatile 
securities after they have risen substantially in market price. Since 
the margin increases as the price of the security rises, pyramiding on 
pe profits is made difficult. ; : 

ection 6 seems to furnish a very practical program of controlling 
the volume of stock-market credit, since it embodies a combination 
of a basic formula, initially setting minimum margins, with a more 
general discretionary administrative control, which should be based on 
the total amount of credit outstanding, the level of stock prices, the 
phase of the business and financial cycle, and so forth. Between the 
time when changes are made by the Federal Reserve Board, margin 
requirements would be automatically raised or lowered by the move- 
ments of stock prices. Such a self-adjusting mechanism would prob- 
ably function better, in actual practice, than any system wherein 
margin requirements are changed only by deliberate action of the 
Board and remain unadjusted except when the Board takes such 
action. 

The 55-percent standard expressed in the statute is. however, so 
deliberately over-lenient for the purpose of encouraging the markets 
ai this particular point in the recovery program, that the Board in 
exercising its discretion would be expected to lower this 55-percent 
figure considerably after the market reaches more normal levels. 
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CONTROL OF MANIFULATIVE PRACTICES 


To insure to the multitude of investors the maintenance of fair and 
honest markets, manipulative practices of all kinds on national 
exchanges are banned. The bill seeks to give to investors markets 
where prices may be established by the free and honest balancing of 
investment demand with investment supply. Investors are free to 
buy and sell virtually without restraint. But wash sales and matched 
orders and other devices designed to create a misleading appearance 
of activity with a view to enticing the unwary into the market on 
the hope of quick gains are definitely prohibited. False and mis- 
leading statements designed to induce investors to buy when they 
should sell and to sell when they should buy are also outlawed and 
penalized. 

But the most siibtle manipulating device employed in the security | 
markets is not simply the crude form of a wash sale or a matched : 
order. It is the conscious marking up of prices to make investors 
believe that there is a constantly increasing demand for stocks at 
higher prices, or the conscious marking down of stocks to make 
investors believe that an increasing number of investors are selling 
as prices recede. Legitimate investors desire to buy at as low a 
price as possible and to sell at as high a price as possible, and honest 
markets are made by the balancing of investment demand and invest- 
ment supply. 

The provisions concerning manipulative practices have been drawn 
in light of the results of the recent investigation conducted by tte 
Sexate Committee on Banking and Currency. Despite all the talk 
oi good pools and bad pools, no evidence has been submitted to this 
Committee that would justify the recognition of a good stock-inarket 

ool. As the Twentieth Century Fund in its recent report on ‘‘Stock- 
arket Control” states— 

As & matter of fact, any pool which seeks to bring about « change in the price 
of a security through manipulation is ‘‘illegitimate” according to our definition, 
inasmuch as it thereby lessens the efficiency of an exchange in the performance 
of those functions which, as we indicated, are the on), justification ‘or its 
existence. 

If the pool to “rig” or “jiggle” the niarket is wrong, it necessa- 
rily follows that the market must be purged of reports about activities 
for the ‘‘rise’’ or operatiens for the ‘‘decline.” If brokers and otiver 
interested persons are permitted to spread through brokerage and 
publicity channels constant reports regarding such activities, it is 
doubtful whether stimulated activity would not accomplish much 
the same effcct as is accompiished by the direct mark-up or mark- ‘ 
down prices by the pool. Fer that reason the circulation of reports : at 
of market operations conducted for a rise or for a decline is prohibited. ‘ 

The evidence as to the value of p-gging and stabilizing operations, on 
particularly in relation to new issues, is far from conclusive. While 
abuses are undoubtedly associated with such manipulation, because 
of the desire of the Committee to proceed cautiously such operations 
have not been forbidden altogether, but have been subjected to such 
control as the administrative commission may find necessary in the 
public interest or for the protection of investors. 

The granting of options to pools and syndicates has been found 
to be at the bottom of most manipulative operations, because the 
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granting of these options permits large-scale manipulations to be 
conducted with a minimum of financial risk to the manipulators. 
The bill, therefore, gives the administrative commission power to 
regulate dealing in options or tradiag in optioas. The connection of 
pool activity with the option has recently been recognized in the rules 
of the New York Stock Exchange. As it is not always easy to trace 
and prove manipulative activity, it is necessary to rid the market of 
devices which commonly accompany or cloak these activities. Short 
selling and stop-loss orders, which have been the source of much 
abuse, are brought within the regulatory power of the administrative 
commission. 

There is plenty of room for legitimate speculation in the balancing 
of investment demand and supply, in the shrewd prognostication of 
future trends and economic directions; but the accentuation of 
temporary fluctuations and the deliberate introduction of a mob 
psychology into the speculative markets by the fanfare of organized 
manipulation menace the true functioning of the exchanges, upon 
which the economic well-being of the whole country depends. 

To make effective the prohibitions against manipulation civil 
redress is given to those able to prove actual damages from any of 
the prohibited practices. 


PROVISION OF ADEQUATE AND HONEST REPORTS TO SECURITIES 
HOLDERS BY REGISTERED CORPORATIONS 


No investor, no speculator, can safely buy and sell securities upon 
the exchanges without having an intelligent basis for forming his 
judgment as to the value of the securities he buys or sells. The idea 
of a free and open public market is built upon the theory that com- 
peting judgments of buyers and seiiers as to the fair price of a security 
brings about a situation where the market price reflects as nearly as 
possible a just price. Just as artificial manipulation tends to upset 
the true function of an open market, so the hiding and secreting of 
a ag information obstructs the operation of the markets as 
indices of real value. There cannot be honest markets without 
honest publicity. Manipulation and dishonest practices of the mar- 
ket place thrive upon mystery and secrecy. The disclosure of infor- 
mation materially important to invest~rs may not instantaneously 
be reflected in market value, but despite the intricacies of security 
values truth dees find relatively quick acceptance on the market. 
That is why in many cases it is so peetiay guarded. Delayed, 
inaccurate, and misleading reports are the tools of the unconscion- 
able market operator and the recreant corporate official who specu- 
late on inside information. Despite the tug of conflicting interests 
and the influence of powerful groups, responsible officials of the 
leading exchanges have unqualifiedly recognized in theory at least 
the vital importance of true and accurate corporate reporting as an 
essential cog in the proper functioning of the public exchanges. Their 
efforts to bring about more ndequate and prompt publicity have been 
handicapped by the lack o! legal power and by the failure of certain 
banking and business groups to appreciate that a business that gathers 
its capital from the investing public has not the same righ* to se- 
crecy as a small privately owned and managed business. It is only 
a few decades since men believed that the disclosure of a balance 
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sheet was a disclosure of a trade secret. Today few people would 
admit the right of any company to solicit public funds without the 
disclosure of a balance sheet. 

The need of proper and adequate reporting as an adjunct of the 
proper functioning of the exchanges has been expressed by the realistic 
and responsible Executive Assistant of the Committee on Stock List 
of the New York Stock Exchange: 


‘t has been said a hundred times that accounting is a matter of conventions, 
and it is questionable whether these conventions have kept pace with the changes 
in modern business conditions. As the art stands today, it appears to the busi- 
ness man to have evolved with primary emphasis upon two objects: 

(a) To give to management that accurate information and aid which is essential 
to the successful conduct of a business, and (b) to give to actual and prospective 
creditors that accurate information essential to the determination of the volume 
pe Riba which may safely be extended and the conditions under which it may be 
allowed. 

Under conditions of ownership where the number of partners or stockholders 
was emall, where enterprises were largely managed by their owners, or by the 

ersonally chosen representatives of a few owners in close contact with the 

usiness, and where it was the custom to finance permanently but little beyond 
minimum needs and to borrow largely to meet peak needs, accounting adequately 
performing these two functions probably sufficiently served the needs of the then 
situation. In the meantime the widespread diffusion of corporate ownership, 
with which we are all familiar, has occurred. There are few large enterprises 
which have not taken on the corporate form and a large proportion of the total 
ownership is in the hands of millions of relatively small investors who have no 
direct contact with management and whose only knowledge of the company is 
derived from its financial reports. In recent years there has been a marked 
tendency to finance more or less permanently for peak requirericuts, becoming 
lenders of money at the time of minimum requirements, and so tending to lessen 
the aggregate volume of bank credit needed. 

Because of these changes, coupled with a growing tendency toward extreme 
broadness and flexibility in the corporation laws of many States, the time appears 
to have arrived for some changes of emphasis as to the objects to be achieved by 
sound accounting practice. While there have been able efforts devoted toward 
this end, the result so far generally attained does not seem to me sufficient to meet 
the need:. The need of accurate information for the aid of management is still 
paramount; but, under conditions of today, the next object in order of importance 
has become “to give to stockholders, in understandable form, such information 
in regard to the business as will avoid misleading them in any respect and as will 
put them in possession of all information needed, and which can be supplied in 
financial statements, to determine the true value of their investments.” 

This is, of course, the object in which the stock exchange is particularly 
interested. The primary object of the exchange is to afford facilities for trading 
in securities under the safest and fairest conditions attainable. In order that 
parties may trade on even terms they should have, as far as is practicable, the 
same opportunities for knowledge in regard to the subject matter of the trade. 

The exchange is interested in the accounts of companies as a source of reliable 
information for those who deal in stocks. It is not sufficient for the stock 
exchange that the accounts should be in conformity with law or even that they 
should be conservative; the stock exchange desires that they should he fully and 
fairly informative. 


The president of the New York Stock Exchange has effectively 
answered those who contend that such publicity will give advantage 
to competitors: 


The public, today, insists upon more complete and accurate financial statements 
from publicly owned companies and I am sure that the officials and directors of 
these corporations, realizing the reasonableness of this demand, will furnish 
investors with adequate information. There have not been many instances where 
the failure to give complete information was due to a desire on the part of directors 
or officers to secure unfair personal advantage. However, many company officials 
did not publish complete financial statements because they were afraid that the 
disclosure of too much information would put their companies at a disadvantage 
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in meeting competition, not only from other American corporations, but fre- 
— from foreign companies engaged in the same line of business. This fear, 
though genuine, has in large measure proved to be unfounded. 

The reporting provisions of the proposed legislation are a very 
modest beginning to afford that long-denied aid to the exchanges in 
the way of securing proper information for the investor. The provi- 
sions carefully guard against the disclosure of trade secrets or processes. 
But the idea that a fair report of corporate assets and profits give 
unfair advantage to competitors is no longer seriously entertained 
by any modern business man. The realistic corporate executive 
knows that his alert competitors have a pretty good notion of what 
his business is and if he is unable to compete with them it is because 
he is hopelessly behind ii. the keen competitive struggle. The report- 
ing provisions of the legislation have been approved by such conserva- 
tive investment services as Moody’s and Standard Statistics and, 
despite the wild fears s.:ead throughout the country by powerful 
lobbyists against this bill, intelligent business men recognize that. 
general knowledge of business facts will only help and cannot hurt 
them. The possession of these facts has for a number of years been 
the exclusive perquisite of powerful banking and industrial groups. 
Making these facts generally available will be of materiai benefit and 
guidance to business as a whole. 


CONTROL OF UNFAIR PRACTICES BY CORPORATE INSIDERS 


A renewal of investors’ confidence in the exchange markets can be 
effected only by a clearer recognition upon the part of the corporate 
managers of companies whuse securities are publicly held of their 
responsibilities as trustees for their corporations. Men charged with 
the administration of other people’s money must not use inside infor- 
mation for their own advantage. Because it is difficult to draw a 
clear line as a matter of law between truly inside information and 
information generally known by the better-informed investors, the 
most potent weapon against the abuse of inside information is full 
and prompt publicity. For that reason, this bill requires the dis- 
closure of the corporate holdings of officers and directors and stock- 
holders owning more than 5 percent of any class of stock, and prompt 
disclosure of any changes that occur in their corporate holdings. 
Short selling and selling against the box by insiders are prohibited. 
These provisions have been called the ‘‘anti-Wiggin provisions” of 
the bill. The Committee is aware that these requirements are nut 
air-tight and that the unscrupulous insider may still, within the law, 
use inside information for his own advantage. It is hoped, however, 
that the publicity features of the bill will tend to bring these practices 
into disrepute and encourage the voluntary maintenance of proper 
fiduciary standards by those in control of large corporate enterprises 
~vhose securities are registered on the public exchanges. 

Fair corporate suffrage is an important right that should attech to 
every equity security bought on a public exchange. Managements of 
»roperties owned by the investing public should not be permitted to 
perenne themselves by the misuse of corporate proxies. Insiders 

aving little or no substantial interest in the properties they manage 
have cften retained their control without an adequate disclosure of 
their interest and without an adequate explanation of the manage- 
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ment policies they intend to pursue. Insiders have at times solicited 
proxies without fairly informing the stockholders of the purposes for 
which the proxies are to be used and have used such proxies to take 
from the stockholders for their own selfish advantage valuable property 
rights. Inasmuch as only the exchanges make it possible for securities 
to be widely distributed among the investing public, it follows as a 
corollary that the use of the exchanges should involve a correspond- 
ing duty of according to shareholders fair suffrage. For this reason 
the proposed bill gives the Federal Trade Commission power to 
control the conditions under which proxies may be solicited with a 
view to preventing the recurrence of abuses which have frustrated 
the free exercise of the voting rights of stockholders. 


CONTROL OF THE EXCHANGES AND OVER-THE-COUNTER MARKETS 


The importance of the actual workings of the exchanges themselves, 
although great, should not be exaggerated. The stronger and more 
subtle economic forces affecting speculation come from without the 
exchanges. But as this speculation converges upon the exchanges, 
the control of the exchange mechanism is a necessary part of any 
effective regulation. It is for that reason that the bill gives the 
Federal Trade Commission broad powers over the exchanges to insure 
their efficient and honest functioning. Theoretically floor trading 
has been assumed to be of value in stabilizing prices and preventing 
undue fluctuations. The studies conducted by the special counsel 
for the Senate Committee on Banking and Currency have thrown 
considerable doubt upon the value of floor trading. The large floor 
traders seldom stem the tide but run with it. Their activity tends 
to accentuate the moves of the market and to stimuiate undue 
speculation. The importance of active, constant trading can readil 
be exaggerated. A relatively stable market over a period is of muc. 
greater importance to investors than a fictitiously stable market that 
involves no more than one eighth of a point spread between sales but 
results in wide fluctuations over days or weeks. The market’s 
liquidity depends upon its relative stability and not upon the spreads 
between momentary sales. To prevent the artificial stimulation of the 
market that comes from excessive speculative trading unrelated to 
investmeni, the Commission is given power to regulate and, if need 
be, prevent floor trading. The Commission is further given power to 
prevent excessive trading by members off the floor who at times are 
tempted to stimulate the market by numerous in and out transactions 
which cost the: nothing more than the nominal] commissions paid to 
the $2 brokers. 

No issue has been more disputed than that centering about the 
functions of the specialist. There are many who believe that the 
exchange mechanism would function better without the specialist, 
that the work done by the specialist could be done more effectively b7 
a clerk or official of the exchange clearing the orders in a purely 
mechanical way, much as they are cleared today on the New York 
Stock Exchanges in the “‘bond crowd.” There are others who believe 
that a specialist should be obliged to act either es a deadar or as a broker 
and should not be permitted to combine the functions of dealer and 
broker. The jobber on the London Stock Exchange is essentially a - 
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dealer-specialist who deals only with other jobbers and with brokers, 
and does not act as a broker himself or deal with the public directly. 
It is generally admitted that there are serious abuses in connection 
with the work of specialists. The New York Stock Exchange tightened 
its rules in regard to specialists on the very eve of the hearings held 
by the Committee. It is true that some of the worst evils associated 
with the specialist have centered around their participation in pools, 
but there are inherent difficulties in the situation where under normal 
circumstances the evailable orders are known to the specialist only— 
and perhaps his favored friends—and not to everyone dealing in the 
security involved. Inasmuch as the stock exchanges objected to the 
laying down of any statutory rule governing specialists, their sugges- 
tion has been adopted of giving the Commission -ffective power to 
control the activities of specialists and to experiment with various 
devices oi control. 

Another perplexing problem in regard to the working of ti ex- 
changes has been that centering about the dealer-broker rela. <2 
ship. There is an inherent inconsistency in a man’s acting boto » 
a broker and a dealer. It is difficult to serve two masters. And :t /« 
particularly difficult to give impartial advice to a client if the dealer- 
broker has his own securities to sell, particularly when they are rew 
securities for which there is no ready market. The combination of 
the functions of dealer and broker has persisted over a long period of 
time in American investment banking and it was found difficult to 
break up this relationship at a time when the dealer business was in the 
doldrums and when it was feared that the bulk of the dealer-brokers 
would, if compelled to choose, give up their dealer ousiness and 
leave, temporarily at least, an impaired mechanism for the distribu- 
tion of new securities. Consequently it was deemed impracticable 
at this time to do more than require the dealer-broker to disclose to 
his customer the capacity in which he was acting and to refrain from 
taking into margin accounts new securities in the distribution of 
which he had participated during the preceding 6 months. 

The bill proceeds on the theory that the exchanges are public 
institutions which the public is invited to use for the purchase and 
sale of securities liste? thereon, and are not private clubs to be con- 
ducted only in accordance with the interests of their members. 
The great exchanges of this country upon which millions of dollars of 
securities are sold are affected with a public interest in the same degree 
as any other great utility. The Commission is empowered, if the 
rules of the exchange in any important matter are not appropriate for 
the protection of investors or appropriate to insure fair dealing, to 
order such changes in the rules after due notice and hearings as it 
may deem necessary. The exchanges may alter their rules if more 
effective means are discovered to meet the same or new problems. 
Although a wide measure of initiative and responsibility is left with 
the exchanges, reserved control is in the Commission if the esshanges 
do not meet their responsibility. It is hoped that the effect oi the bill 
will be to give to the well-managed exchanges that power necessary 
to enable them to effect themselves needed reforms and that the 
occasion for direct action by the Commission will not arise. 

The committee has becn convinced that effective regulation of the 
axchanves reanires a « corollary a measure of control over the over- 
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the-counter markets. The problem is clearly put in the recent report 
of the Twentieth Century Fund on ‘Stock Market Control”’: 

The beriefits that would accrue as the result of raising the standards of security 
exchanges might be nullified if the over-the-counter markets left unregu- 
lated and uncontrolled. They are of vast proportions and ths Id serve as a 
refuge for any business that might seek to escape the discipline he exchanges; 
and the more exacting that discipline, the greater the temptation to escape from 
it. Over-the-counter markets offer facilities that are useful under certain con- 
ditions, but they should not be permitted to expand beyond their proper sphere 
and compete with the exchanges for business that, from the point of view of 
public interest, should be confined to the organized markets. This constitutes 
the sanction for Federal regulation of over-the-counter dealers and brokers. 
To leave the over-the-counter markets out of a regulatory system would be to 
destroy the effects of regulating the organized exchanges. 


ADMINISTRATION 


The bill places the administration of the legislation, apart from 
credit phases, in the Federal Trade Commission. It provides, how- 
ever, for the enlargement of that Commission by two members and 
the creation within it of a special division which will administer both 
this bill and the Securities Act of 1933. Unquestionably these two 
measures are so closely related that they should be administered by 
the same body, and unquestionably if no new commission were to be 
appointed that administration shouid be lodged in the Federal Trade 
Commission, which has so ably organized the administration of the 
Securities Act of 1933. 

Insofar as the proposals of the stock exchanges suggest a separate 
stock-exchange authority, it should be kept in mind that the name 
by which the body administering the act is known is not important. 
The legislative essentials are the same whether the body is called an 
authority or a board or a Federal coramission. Those essentials are 
how much power the administrative body shall have and whether it 
shall be made up entirely of representatives of none but the public 
interest, or of ‘‘expert”’ representatives, as such, of stock exchanges 
and of other distinct classes in the community. 

Insofar as ‘‘experts’’ are concerned, it is a commonplace of 
administrative statesmanship that boards of men who are experts 
in details rarely agree among themselves, and in thir very expertness 
with the trees seldom perceive the woods of broad public policy. 
The well-learned lesson of democratic government with ‘‘experts”’ is 
that they should be kept on tap but not on top. 

Insofar as making up a permanent Government regulaiory body 
from representatives of special vested interests is concerned, it has 
been long ago learned that no harmony of policy can result from a regu- 
latory body packed with advocates of warring interests, and that the 
inevitable result of placing on a regulatory authority able advocates 
who have at heart the definite interest of a particular class which wil! 
profit by the least possible regulation is stultification of the regulation 
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STOCK EXCHANGE )*RACTICES 


Jung 6 (calendar day, Junm 16), 1984—Ordered to be printed 


Mr. Fieronrr, from the Committee on Banking and Currency, 
submitted the following 


REPORT 
(Pursuant to 8.Res. 84, 72d Cong.; 8.Res. 56 and 8.Res. 97, 78d Cong.) 


The Committee on Banking and Currency, authorized by Senate 
Resolutions 84, 289, and 871 of the Seventy-second Congress, and 
yey, in effect by Senate — 56 and 97 of the Seventy- 

Congress investigate securi ealings, prectices 
and effects of same, submits ihe rh ss introductory state- 
ment and report: 


INTRODUC“®ORY STATEMENT 


i and complete investigati 
e buying and selling and 


banking system and win the 

ket for securities of the United States Government, and the desira- 

bility of the exercise of the taxing power of the United with 
to any such securities, 

t to the resolution, an exhaustive investigation into stock- 
a was conducted by a duly authorized subcommittee 
of the ittee on ek and Currency. Public hearings were 
held on April 11 and 12, 1982, with Claude Branch, Eeq., acting aa 
counsel to the subcommittee; hearings were continued on April 


en re generar 


|, BEST_GOPY_ AVAILABLE 


CHAPTER I. SECURITIES EXCHANGE PRACTICES 
1. Exrentr anp Importance or TRANSACTIONS ON EXCHANGES 


Transactions in securities on organized exchanges and over-the- 
counter markets are affected with a national public interest. Di- 
rectly or indirectly the influence of such transactions permeates our 
national economy in all its phases. The ‘usiness conducted on 
securities exchanges has attained such magnitude and has become 
so closely interwoven with the economic welfare of the country 
that it has been deemed an appropriate subject of governmental 


ation.’ 

— former years tzansactions in securities were carried on by & 
relatively small portion of the American people. During the 
decade, however, due largely to development of the means of com- 
municatioa—the expanding network of telephone, telegraph, ticker, 
radio, and newspaper facilities—the entire Nation has become 
acutely sensitive to the activities on securities ex - Whiie 
only a fra ‘ion of the multitude who now own securities can be 
regarded as actively trading on the ex the operations of 
these few profoundly affect the holdings of all. Moreover, the cur- 
rently zable value of securities held by trust compenies, 
insurance companies, endowed institutions, and the like, is dependent 
upon market quotations and conseyuently the welfare of countless 
individuals who have a financial interest in such institutions is 
directly affected by activities on the exchanges. 


Operations on yt gonna exchanges have assumed extraordinary 
pre rtions. On 54 organized exchanges throughout the country, 
"bo, 018,217 shares were traded in during the year 1928, 1,840,454.- 
014 duri re “1929, and 561,729,088 during the , car 1982. As 


of July 31, , there were listed on those exchanges 6,057 common 
and preferred stock issues with a total market value of $95,05) 876,295 ; 
and 8,798 bond issues with a total mark-t value of $49,080,819,993.* 

It is evident that a business of such stature not only entails the 
use of the mails and other insirumentalities of in commerce, 
but itself constitutes an important part of the current of interste‘s 
commerce. Neither can it be doubted that the credit mechanizu of 
the Nation is interlocked with transactions on excha: or that 
such transactions exert tremendous influence upon ond 
trade. In , the fact emerges. with increasing-clarity that 
the exceesive and unrestrained speculation which d ated ge- 
carities markets in recent yeare, has disrupted the flow of credit, 
dislocated industry and trade, impeded the flow of interstate com- 
merce, and brought in ite train social consequences inimical te the 
public welfare. 


3 Securities Exchange 4.1 of 1084, Securities Act of 1984, and Banking Act of 1883. 
* Pt. 17, p. 7865, aud New York Stock Exchange Year Book, 1932-83, DP. 117, 123. 


STOCK EXCHANGE PRACTICES 


Participation in a pool or its management by a broker is more than 
likely to entail a violation of that elementary fiduciary relation 
which he bears to his customers. By virtue of his connection with the 

ool, he has a personal pecuniary interest in the account and also 
incurs an obligation to his coparticipants to operate and manage 
the pool in 2 manner.consonant with their best interests. Both his 
pidge interest and his obligation to the other participants inevita- 

ly clash with the duty of unswerving loyalty and ungrudging dis- 
closure which he owes to his customers. However honest his in- 
tentions, an interest in a pool prompts him to encourage his cus- 
tomers to purchase the securities which are the subject of the pool 
operations. It is difficult to perceive bow he could act disinterestedly 
on behalf of a customer if such action would be inimical to the wel- 
fare of the pool. The conclusion is inescapable that members of the 
organized exchanges who had a participation in or managed pools, 
while simultaneously acting as brokers for the general public, were 
representing irreconcilable interests and attempting to discharge con- 
flicting functions. Yet the stock exchange authorities could perceive 
nothing unethical in this situation. 

(2) The modus operandi of a pool.—In connection with an ordi- 
nary pool operation, certain factors are usually considered advanta- 
geous to the pool operators: (i) A propitious time; (ii) the acquisi- 
tion by the participants of a block of stock or un option to purchase 
a block; (iii) stimulation of activity in the stock by purchases and 
sales for the account of the pool; and (iv) the dissemination of in- 
formation of a favorable character to encourage the purchase of the 
security by the general public. 

(i) The propitious time to commence operations is when public 
attention has been attracted either by the condition of the corpora- 
tion issuing the stock or the industry of which it is a part, or by ex- 
terna’ factual conditions, such as the possibility of legislation affect- 
ng we apirgie 

y way of illustration, such factors as the real or apparent pros- 
pect of a merger, a stock split up, a favorable earning statement, a 
resumption of or increase in dividends, an encouraging trade report, 
and the like, are useful in determining whether the time is ripe for a 
pool. In the case of the so-calied “ repeal ” stocks, during the months 
of May, June, and July, 1983, the possibility of the repeal of the 
eighteenth amendment to the Constitution rendered the time ropi- 
tious for the dala of pools in those stocks. A pool in Libbey- 
Owens-Ford Glass Co., which operated in June 1933, was materially 


aided by a pops delusion that the company was engaged in manu- 


facturing glass bottles and was therefore classified as a repeal stock, 
whereas in fact it made no bottles and its business was in no way 
enhanced by the repeal of prohibition. 


Mr. Pecora. Now, Mr. Day, let me ask you this: This stock, the Libbey- 
Owens-Ford Glass Co. stock, was commonly known as one of the “repeal 
stocks”, was it not? 

Mr. Day. By the average person who never took the trouble to look up what 
its business was. 

Mr. Peoors. That is just what I am coming’to. It was commonly known as 
& “repeal stock”, in the belief by those who regarded it aa a repeal stock that 
the company did a kind of business that it was assumed would be made con- 
siderably more profitable through the repeal of the eighteenth amendment. Is 
not that so? 


S. Rep. No. 792, 73d Cong., 2d Sess. 1-6 (1934) 
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Aprit 17 (calendar day, AFRIL 20), 1934.—Ordered to be printed 


Mr. Fietcuer, from the Committee on Banking and Currency, 
submitted the following 


REPORT 


[To accomrany S. 3420] 


The Committee on Banking and Currency, to whom was referred 
the bill (S. 3420) to provide for the regulation of securities exchanges 
and of uver-the-counter markets operating in interstate and foreign 
commerce and through tlie mails, to prevent inequitable and unfair 
practices on such exchanges and markets, and for other purposes, 
having considered the same, report favorably thereon without amend- 
ment and recommend that the bill do pass. This bill is a substitute 
for the bill (S. 2693) introduced on February 9, 1934, and on which 
extensive hearings were held. 

There follows a statement regarding the nature of the bill as re- 


ported, a general analysis thereof, and a summary of the bill by 
sections. 


I. IntrRopuctorY STATEMENT 


1. The President’s Message 


On February 9, 1934, the President sent the following message to 
Congress: 


To the Congress: 


In my message to you last March proposing legislation for Federal supervision 
of national traffic in investment securities I said, ‘‘‘“his is but one step in our 
broad purpose of protecting investors and depositors. It should be followed by 
legislation relating to the better supervision of the purchase and sale of all 
property dealt with on exchanges.” 

This Congress has performed a useful service ip regulating the investment 
business on the part of financial houses and in pzotecting the investing public 
in its acquisition of securities. 

There remains the fact, however, that ouvside the field of legitimate invest- 
ment, naked speculation has been made far too alluring and far too easy for those 
who could and for those who could uot afford to gamble. 

Such speculation has run the rvale from the individual who has risked his pay 
envelop or his meager savings on a margin transaction involving stocks with 
whose true value he was wholly unfamiliar, to the pool of individuals or corpora- 
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tions with large resources, often not their own, which sought by manipulation to 
raise or depress market quotations far out of line with reason, all of this resulting 
in loss to the average investor, who is of necessity personally uninformed. 

The exchanges in many parts of the country which deal in securities and com- 
modities conduct, of course, a national business because their customers live in 
every part of the country. The managers of these exchanges have, it is true, 
often taken steps to correct certain obvious abuses. We must be certain that 
abuses are eliminated and to this end a broad policy of national regulation is 
required. 

It is my belief that exchanges for dealing in securities and commodities are 
necessary and of definite value to our commercial ead agricultural life. Never- 
theless, it should be our national policy to restrict, as far as possible, the use of 
these exchanges for purely speculative operations. 

I therefore recommend to the Congress the enactment of legislation providing 
for the regulation by the Federal Government of the operations of exchanges 
dealing in securities and commodities for the protection of investors, for the 
safeguarding of values, and so far as it may be possible, for the elimination of 
unnecessary, unwise, and destructive speculation. 

FRANKLIN D,. RoosEVELT. 

Tue Wuite Houses, February 9, 1934. 


The foregoing message was supplemented by a letter from the 
President to the Chairman of the Committee on Banking and Cur- 
rency under date of March 26, 1934. The President’s letter is as 
follows: 


Hon. Duncan U. FLETCHER, 
Chairman Banking and Currency Committee, 
United States Senate, Washington, D.C. 


My Dear Mr. Cuarrman: Before I leave Washington for a few days holiday, 
I want to write you about a matter which gives me some concern. 

On February 9, 1934, I sent to the Congress a special messsage asking for 
Federal supervision of national traffic in securities. 

It has come to my attention that a more definite and more highly organized 
drive is being made against effective legislation to this end than against any 
similar recommendation made by me during the past year. Letters and tele- 
grams bearing all the earmarks of origin at some common source are pouring into 
the White House and the Congress. 

The people of this country are, in overwhelming majority, fully aware of the 
fact that unregulated speculation in securities and in commodities was one of 
the most important contributing factors in the artificial and unwarranted ‘‘boom”’ 
which had so much to do with the terrible conditions of the years following 1929. 

I have been definitely committed to definite regulation of exchanges which deal 
in securities and commodities. In my message I stated, ‘‘It should be our national 
policy to restrict, as far as possible, the use of these exchanges for purely specu- 
lative operations.” 

I am certain that the country as a whole will not be satisfied with legislation 
unless such legislation has teeth in it. The two principal objectives are, as I see 
it— 

First, the requirement of what is known as ‘‘margins”’ so high that speculation, 
even as it exists today, will of necessity be drastically curtailed; and 

Second, that the Government be given such definite powers of supervision 
over exchanges that the Government itself will be able to correct abuses which 
may arise in the future. 

We must, of course, prevent insofar as possible manipulation of prices to the 
detriment of actual investors, but at the same time we must eliminate unneces- 
sary, unwise, and destructive speculation. 

The bill, as shown to me this afternoon by vou seems to meet the minimum 
requirements. I do not see how any of us could afford to have it weakened in 
any shape, manner, or form. 

Very sincerely, 
FRANKLIN D. ROOSEVELT. 


2. The Necessity for Legislative Action 


On March 2,1932,Senate Resolution No.84 was agreed to, authorizing 
the Committee on Banking and Currency (1) to make a thorough 


FEDERAL SECURITIES EXCHANGE ACT OF 1934 


and complete investigation of the practices with respect to the buying 
and selling and the borrowing and lending of listed securities upon 
the various stock exchanges, the value of these securities, and the 
effect of such practices upon interstate and foreign commerce, upon 
the operation of the national banking system and the Federal Reserve 
System, and upon the market for securities of the United States 
Government, and the desirability of the exercise of the taxing power 
of the United States with respect to any such securities, and (2) to 
report to the Senate as soon as practicable the results of such investi- 
gation and, if in its judginent such practices should be regulated, to 
submit with such report its recommendations for the necessary 
remedial legislation. 2 

Pursuant to the resolution, ‘an exhaustive investigation into stock 
exchange practices was conducted by the committee. Commencing 
on April 11, 1932, and at frequent intervals since that date, evidence 
gathered by its investigating staff has been presented to the com- 
mittee at public hearings, which has laid the foundation for remedia: 
legislation in a field heretofore unregulated. 

The record compiled by the committee for the first time exposed 
methods by which a relatively small number of persons have extended 
their operations in securities far beyond any useful economic func- 
tion, to the great detriment of the investing public. By the develop- 
ment of the margin account, a great many people have been induced 
to embark upon speculative ventures in which they were doomed to 
certain loss. The unfair methods of speculation employed by large 
operators and those possessing inside information regarding corporate 
affairs, and the failure of corporations to publish full and fair reports 
of their financial conditions, have also been contributing causes of 
losses to investors. 

Excessive speculation has caused acute suffering and demoraliza- 
tion. It has brought in its train social and economic evils which have 
affected the security and prosperity of the entire country. Durin; 
the boom period a vast and unhealthy volume of credit was sucke 
into securities markets to the deprivation of agriculture, commerce, 
and industry, which made possible the inflation of prices of securities 
out of all proportion to their value. Feverish speculation accelerated 
the process of inflation until the bubble burst in October 1929. The 
market value of all stocks listed on the New York Stock Exchange 
slumped from $89,000,000,000 on September 1, 1929, to $15,000,000,- 
000 on July 1, 1932. There can be little question that stock-market 
speculation is among the most potent of the factors which have con- 
tributed to the prolonged depression. 

rhe evidence submitted to the committee by experts on the staff 
of the Federal Reserve Board has indicated that uncontrolled specu- 
lation on security markets was an important cause of the credit 
inflation which led to the collapse of 1929 and the subsequent depres- 
sion. Banks diverted their credit from agriculture, commerce and 
industry to the stock market, where it contributed to the over- 
expansion of big enterprises, largely engaged in interstate commerce. 
Corporations took advantage of the abnormal demand for securities 
by raising new capital, which was not necessary for plant expansion, 
but which they loaned ir the call-money market, Fu encouraging 
further speculation. When the crash finally came, brokers’ loans 
were called, causing greater depreciation in the value of securities, 
including those held in bank portfolios. This contributed largely 
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to the widespread bank failures, which imperiled the national banking 
structure. Foreign money had also been attracted to the call mar- 
ket, and was subjected to heavy withdrawals which contributed to 
the panic and the hoarding of gold associated with the dislocation of 
the national currency system. 

That the country has learned little from the catastrophe of 1929 is 
evidenced by the speculative boom during the summer of 1933, which 
ended with the usual disastrous results to investors. If our present 
progress toward prosperity is not to be impeded from time to time 
by the financial collapse invariably following artificial inflation of 
security prices, it is essential that the Federal Government adopt 
measures which will enable it to stem the speculative tide whenever 
necessary. 


3. Inadequacy of Self-Regulation of Exchanges 

Stock exchanges have hitherto resisted proposals for their regulation 
by any governmental agency, on the ground that tl ey are sufficiently 
able to regulate themselves to afford protection to investors. Espe- 
cially during periods of popular agitation, or when legislative action 
has been threatened, the exchanges have taken steps to raise the 
standards for the conduct of business by their members and to require 
corporations to furnish more adequate information for the benefit of 
investors. Such attempts, however, far from precluding the necessity 
for legislative action, emphasize its need. 

The contention of stock exchange authorities that internal regula- 
tion obviates the need for governmental control seems unsound for 
several reasons. In the first place, however zealously exchange 
authorities may supervise the business conduct of their members, the 
interests with which they are connected frequently conflict with the 
public interest. Secondly, the securities exchanges have broadened 
the scope of their activities to the point where they are no longer 
isolated institutions, but have becore such an important element in 
the credit structure of the country that regulation, to be effective, 
must be integrated with the protection of our entire financial system 
and the national economy. Thirdly, the control exercised by stock 
exchange authorities is admittedly limited to their own members, 
and they are unable to cope with those practices of nonmembers which 
they deplore but cannot prevent. Fourthly, the attitude of exchange 
authorities toward the nature and scopé of the regulation required 
appears to be sharply at variance with the modern conception of the 
extent to which the public welfare must be guarded in financial 
matters. Their adherence to the view that manipulation, pool 
activities, and the creation of illusory “price mirages” are proper 
and legitimate, except where certain technical violations of their rules 
are involved, is inconsistent with the type of regulation the public 
interest demands. 

The manipulation of the so-called “repeal stocks” on the New 
York Stock Exchange during the summer of 1933 illustrates the in- 
effectiveness of self-regulation. On July 18, 1933, there was a violent 
fluctuation downward in security prices led by the repeal stocks. A 
few days later counsel for the committee requested the exchange to 
institute an inquiry for the purpose of ascertaining whether pool 
operations were being conducted in repeal stocks between May 15, 
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1933, and July 24, 1933. On October 16, 1933, a report was rendered 
by the New York Stock Exchange detailing the results of its exami- 
nation made in connection with trading and operations in the secu- 
rities of 6 companies. The report stated ‘‘that there were no mate- 
rial deliberate improprieties in connection with transactions in these 
securities” and that there was no evidence of ‘‘activities which 
might have stimulated improperly the activity of these stocks.” 
Thereupon the committee caused an independent inquiry to be made 
by its investigating staff and a series of hearings were held before the 
committee at which the evidence collected was made public. Thé 
record of these hearings is replete with proof of manipulation of secu- 
rity prices, of pool operations in which corporate officials participated 
and profited, and of unsavory practices in connection with the listing 
of securities. The inability of the stock exchange authorities even to 
discover the flagrant abuses unearthed by the committee indicates 
that a Federal regulatory body could deal with such practices more 
effectively than the exchanges themselves. 

Although the exchanges have endeavored to bring about an im- 
apenas in the type of financial reports filed by corporations, they 

ave been hampered by the terms of the listing contracts made with 
issuers, which they have not considered Gisraatvoe entitled to modify 


without the consent of such issuers. Progress in this direction has 
been further retarded by the unwillingness of issuers to furnish ade- 
quate information, supported by the threat of withdrawal of their 
listings, and by the potential competition of exchanges having more 
lenient standards. Such impediments could not exist so far as a 
Federal regulatory body is concerned. The present bill would effec- 
tuate a reform which the exchanges themselves have been advocating 


for many years. Hence their efforts to enlist the opposition of cor- 
porations to the proposed legislation is difficult to reconcile with 
their public utterances in the past. 

The three principal problems with which the bill deals are the 
excessive use of credit for speculation, the unfair practices employed 
ire speculation, and the secrecy surrounding the financial condition 
of corporations which invite the public to purchase their securities. 


II. GeneraL ANALYSIS OF THE BILL 


1. Enforcing Agency and Flexibility of Procedure 

From the outset, the committee has proceeded on the theory that so 
delicate a mechanism as the modern stock exchange cannot be regu- 
lated efficiently under a rigid statutory program. Unless considerabl 
latitude is allowed ior the exercise of administrative discretion, it is 
impossible to avoid, on the one hand, unworkable “strait-jacket” 
regulation and, on the other, loopholes which may be penetrated by 
slight variations in the method of doing business. Accordingly it 1s 
essential to entrust the administration of the act to an agency vested 
with power to eliminate undue hardship and to prevent and punish 
evasion. Ofcourse, well defined limits must be indicated within which 
the authority of such administrative authority may be exercised.’ 

The committee considers that the act could be administered 
effectively by a Commission of five, to be appointed by the Presi- 
dent with the advice and consent of the Senate, specifically for that 
purpose. 
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In addition to the discretionary and elastic powers conferred on 
the administrative authority, effective regulation must include 
severe] clear statutory provisions reinforced by penal and civil sanc- 
tions, aimed at those nianipulative and deceptive practices which have 
been demonstrated to fulfill no useful function. These sanctions are 
found in sections 9, 10, and 16. Moreover, the power to withdraw 
Federal registration is not a sufficient guarantee that the rules and 
regulations of the administrative authority, as well as the statutory 
provisions, will be observed; and secordiigts the bill provides criminal 
' peontace for violation of such rules and regulations. It is to be noted, 

owever, that such penalties are limited to fines as distinguished from 
the penalties of imprisonment which may be inflicted for violation ci 
the statutory provisions of the bill. 


2. Registration of Exchanges 

The bill forbids the use of the mails or instrumentalities of inter- 
state commerce to any securities exchange which is not registered with 
the Commission as a “‘national securities exchange.”” The Commis- 
sion, however, is empowered to exempt from registration small 
exchanges where the volume of transactions is not sufficient to invite 
the abuses prevalent on the larger markets. When applying for 
registration, exchanges must agree to comply with the act and with 
the rules and regulations of the Commission and to require observance 
of the same by their members. 

In addition to the organized security markets, there exist in finan- 
cial centers unorganized ‘‘over-the-counter”’ markets where securities 
are bought and sold in large volume. Many of these securities are of 
a conservative character, such as Government, State, and municipal 
bonds which are exempted from the provisions of the bill; but others 
are more speculative in nature and are subject to the abuses of manipv- 
lation. For example, the committee has heard evidence of extensive 
manipulation in certain New York bank stocks after their withdrawal 
from the New York Stock Exchange and while they were being sold 
“over the counter.’”’ These manipulations resulted in tremendous 
losses to the investing public, and in enormous profits to insiders. 
It has been deemed advisable to authorize the Commission to subject 
such activities to regulation similar to that prescribed for transactions 
on organized exchanges. This power is vitally necessary to forestall 
widespread evasion of stock exchange regulation by the withdrawal 
of securities from listing on exchanges, and by transferring trading 
therein to ‘over-the-counter’? markets where manipulative evils 
could continue to flourish, unchecked by any regulatory authority. 
Since the necessity for regulation of ‘‘over-the-counter’”’ markets 
will depend largely on the extent to which activities prohibited on 
exchanges are transferred to such markets, provision for their regula- 
tion has been made as flexible as possible. 


Article XIX, Sec. 1, of the Constitution of the 
New York Stock Exchange, Inc. 


ARTICLE XIX 
Special Trust Fund 


q 1841 Terms and Conditions 


Sec. 1. Those persons who at any given time are Directors of the Ex- 
change shall be the Trustees of the trust known as the Special Trust Fund 
which was established by the Exchange by Deed of Trust dated July 30, 1964. 


The principal of the trust shall consist of contributions made thereto by 
the Exchange as authorized from time to time by the Foard of Directors, 
such principal and any net income accumulated thereon being hereinafter 
sometimes referred to as ‘the Fund.” 


The Fund shall, except as otherwise provided in this Section, be used 
solely for the purpose of providing direct or indirect assistance to customers 
of a member, member firm or member corporation threatened with loss of 
their money or securities because such member, member firm or member cor- 
poration, in the opinion of the Trustees of the Special Trust Fund, is insolvent 
or is in such financial condition that he or it may be unable without assistance 
io meet his or its obligations to such customers, but shall be used only to the 
extent, if any, and in the manner determined by the Trustees of the Special 
Trust Fund. 


The Fund shall be kept separate and apart from any funds or other assets 
of the Exchange. 


The net income realized on the Fund shall be added to and become a part 
of the Fund, except that whenever the net worth of the Fund is determined (as 
hereinafter provided) to be in excess of the sum of ten million dollars, the 
Trustees of the Special Trust Fund may apply the net income realized on 
the Fund in any calendar year thereafter, or so much thereof as they may 
determine, to the uses and purposes to which the Fund may be applied on 
termination of the Fund as hereinafter provided. The “net worth” of the 
Fund shall be determined by the Trustees of the Special Trust Fund and 
shall be that amount by which as of the close of the preceding calendar year, 
the total assets of the Fund (including cash, accounts receivable and invest- 
ments stated at their market values but exclusive of accrued interest and 
accrued dividends) exceeded all its known liabilities. 


Unless sooner terminated as hereinafter provided, the Special Trust Fund 
shall continue and may accumulate the income from the property held therein 
for such time as may be necessary to accomplish the purposes for which it 
is created. Upon termination, the Fund shall be transferred, conveyed, and 
paid over to such person, partnership, association or corporation, other than 
any member, member firm, member corporation or the Exchange, for such 
uses and purposes similar or related to the purposes for which the Fund was 
established, as the Trustees of the Special Trust Fund, in their sole and 
absolute discretion, shall determine, or, in the event the Trustees shall deter- 
mine that no such similar or related purpose can be found, to such charitable 
uses and purposes as the Trustees, in their sole and absolute discretion, shall 
determine. 


No member, member firm or member corporation, no customer of any 
such member, member firm or member corporation and no other person shall 
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in any event have any claim or righ: o iron, at law or in equity, whether 
for an accounting or otherwise, against ti.c Exchange, the Trustees of the 
Special Trust Fund, or any other person, o against the Fund, as a result of 
any action taken or the failure to act by the Trustees in the exercise of their 
discretion. Whether or not expenditures from the Fund shall be made in any 
particular case and, if so, in what manner. to whom and to what extent, shail 


at all times remain exclusively within the sole and absolute discretion of the 
Trustees of the Special Trust Fund. 


‘The Special Trust Fund may be retained partly or wholly in the form of 
cash or may be invested and reinvested in such securities as the Trustees may 
from time to time deem appropriate, notwithstanding the provisions of any 
law governing the investment of trust funds by fiduciaries. 


The Trustees of the Special Trust Fund may pledge any or all of the 
securities in the Fund to secure the repayment of any borrowing effected by 


the Trustees, the proceeds of which are to be used to provide direct or indirect 
assistance to customers. 


Any action taken by a majority of the Trustees of the Special Trust Fund 
then in office shah constitute action on behalf of the Special Trust Fund. 


The trust shall not be subject to amendment, rnodification or revocation 
in any manner which would permit the Special Trust Fund or the net income 
thereon to be applied to uses and purposes other than those set forth in this 
Section. The trust may otherwise be amended, modified or revoked by the 
Board of Directors acting pursuant to an amendment of this Article adopted 
in accordance with Article XX. 

Amendments. 

February 18, 1971. 

Adopted March 1, 1972. 


Raldiris v. Simmons, (S.Ct. N.Y.Co. 1932), aff?d, 42 App. Div. 
603, 271 N.Y.S. 101& (1st Dep’t 1934), aff'd, 266 N.Y. 577, 
195 N.F. 208 (1935) 


Summons. 
SUPREME COURT, 
New York County. 

en 


Flarninr J. RALdIRIS, 


Plaintiff, 


—against— 


i. FH. H. Srarmons, as President .of the New York 
Stock Exchange, 
Defendant. 


enantiomers 
To the abore named Defendant: 


YOu ANE NEREBY SUMMONED to answer the com- 
plaint in this action, and to serve a copy of your 
answer, or, if the complaint is not served with 
this summons, to serve a notice of appearance, 
on the Vlaintifs Attorney within twenty days 
after the service of this summons, exclusive of the 
day of service. In case of your failure to appear 
or answer, judgment will be taken against you by 
default for the relief demanded in the complaint. 


Dated, June 12th, 1928. 


HUGLBERT & HEERMANCE, 
Attorneys for Plaintiff, 
Office and Post Office Address, 
651 Vifth Avenue, 
Borough of Manhattun, 
City of New York. 


Amended Complaint. 


SUPREME COURT, 
New York County. 
Ia en a lc a ce 


[SAME TITLE] 
———— 


Plaintiff, for her amended complaint herein al- 
leges: 


Tor a First Cause or ACTION: 


First: That the above named defendant, New 
York Stock Exchange, was at the times hereinafter 
mentioned and still is an unincorporated associa- 
tion consisting of more than seven persons, and 
at the time of the commencement of this action, 
the above named EF. II. H. Simmons was the Presi- 
dent thereof, 


Second: That said New York Stock Exchange 
was formed for the purpose of furnishing an ex- 
change roem or rooms for the transaction ef busi- 
ness by the members thereof, in the purchase and 
sale of the shares of sock and ofher securities of 
Various corporations incorporated under the Laws 
of the various states of the United States, and of 
foreign countries, which said Stocks, and securities 
are listed on the said New York Stock Exchange 
for customers of the various members of the New 
York Stock. Exchange; and said New York Stock 
Exchange was ot the times hereinafter mentioned 
and still is engaged in carrying out said purpose. 


Thire: That said New York Stock Exchange 


Uhrongh its members had at the times hereinafter 
mentioned invited and sGll invites the public to 
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deal through the said members in the purchase 
and sale of the said listed shares and securities, 
and has at the times hereinafter mentioned pro- 
vided and still provides in its said exchange room 
or rooms special facilities and special places for 
the execution through js members of the orders 
of the ‘public for the purchase and sale of said 
shares and securities; that at the times hereinafter 
mentioned the business of the purchase and sale 
of such shares and seenrities in the rooms of the 
said New York Stock Exchange had grown to 
very large proportions; that said New York Stock 
Exchange had heen for some time prior to the 
time of the particular transactions hereinafcer de- 
scribed and is now a national market for the pur: 
chase and sale of such shares and securities as 
said New York -Stock Exchange sees fit to list, 
and the transactions upen said exchange establish 
and create the public market and largely influence 
the market price of such shares and securities to 
the public, so that said New York Stock Exchange 
had become at the times hereinafter mentioned, 
and is now, notwithstanding the fact that it is 
an unincorporated association, a business agency 
for its members conducting a business of a public 
character for the profit and advantage of its mem- 
bers. 


Fourth: That it became and is the duty of the 
said New York Stock Exchange to the public to 
adopt and enforce rules and regulations for the 
protection of the said public in the latter's deal- 
ings with the various members of said New York 
Stock, Exchange. 


Fifth: Vursuant to said duty the said New 
York Stock Exchange did duly formulate and 
adopt certain articles of association and a certain 
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constitution and certain bydaws and certain other 
humerous rules and regulations designed and in- 
tended to maintain high standards of commercial 
honor and integrity among (is members and to 
promote and inculeate gust and equitable prin- 
ciples of trade and business, and granting to vari- 
ous designated officers and committees. the right, 
and imposing upon them the duty to supervise the 
conduct of the business of the Exchange and the 
conduct of the transactions of its members, to 
establish rules for the making of contracts and 
performance thereof and governing defaults there- 
under; and giving them the right, and imposing 
upon them the duty to inquire into the business 
conduct and financial condition of its members 
and of the customers’ accounts of its members and 
to require of such of its members as carry margin 
accounts the submission twice a year of a com. 
plete andit of their financial affairs, inéluding an 
audit of securities held by them; and giving thea 
the right,.and imposing upon them the duty to 
examine from time tu time the hooks and papers 
of its members and if any such inember should 
be found to have failed to inect his obligations or 
to be insolvent, or fo be in such financial condi- 
tion as to make dealings with him unsafe, to sus- 
pend such member from the privileges of inember- 
ship, and to announce such suspension to the pub- 
lic for the protection of the pmblic. 


Sixth: That the formulation and adoption of 
said aricles of association and of said constitu: 
tion and by-laws and of said ries and reguia- 
tions were at all the times hervinafter mentioned, 
and are now, mnatters of public knowledge and 
knowledge thereof was disseminated among the 
public and communicated to the public, including 
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this plaintilf, by the said New York Stock Ex: 
change, and such dissemination and such comma: 
nication were carried out by said New York Stock 
Exchange with the intent and for the purpose of 
inducing the public to rely upon same, and upon 
the proper enforcement of the same, and with the 
intent and for the purpose of inducing the public 
to purchase and sell through its members upon 
the floor of the said New-York Stock Exchange 
the shares and securities listed thereon, and with 
the intent and for the purpose of inducing the 
public, including the plaintilf, to believe that the 
business customarily carricd on upon the floor of 
the said New York Stock Exchange including 
dealing in such shares and securities upon margin, 
and including the deposit with the members of 
said New York Stock Exchange of collateral in 
various forms, ‘might safety be earried on; and in 
entering upon and carrying out the various trans: 
actions with @ certain member of the said Now 
York Stock Exchange hereinafter referred to, the 
plaintiff did in aact rely upon the said articles and 
the said constitution and the said by-laws and the 
said rules and regulations and pon the proper en- 
forcement thercof. 


Seventh: That in or about the month of June, 
1923, one Herman W. Booth, a member of the 
said New York Stock Exchange, solicited the ac 
count of the plaintiff? as a customer, representing 
that he was a member of said New York Stock 
Exchange in good standing, and that his transac: 
tions were conducted in accordance with the rules 
and regulations of said New York Stock Ex- 
change; and plainti’, relying, as aforesaid upon 


the said articles, constitution, by-laws, rules, and 
regulations, aud upon the proper enforcement 
thereof, deposited with the suid Merman W. Booth 
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from time to time in connection with various deal- 
ings in the same upon the floor of the said New 
York Stock Exchange and for the purpose of safe- 
keeping, and as collateral, various securities of the 
ageregate value of more than $800,000.00, such 
securities being more particularly the following: 


No. of 
Shares Stock 
50 American Can Pfd. 
100 American Tobacco 
100 Atchison, Topeka & Santa Fe Raiload 
100 Atlantic Coast Line Railroad 
50 Central Railroad of New Jersey 
180 = Chase National Bank & Securities Corp. 
50 Chicago & Northwestern Railroad 
100 Delaware & Hudson Railroad 
100 Electric Bond & Share 
195 Equitable Trust Company 
400 General Electric 
200 General Electric Special 
50 Glen Alden Coal 
100 Missouri Pacific Railroad 
110 New York Central Railroad 
300 Norfolk & Western Railroad 
350 Reading Co, 
100 Standard Oil of California 
2500 Standard Oil of Ne» Jersey 
300 Southern Pacifie Tiuilroad 
400 Union Pacific Railroad 
50 U.S. Rubber 1st Pfd. 
400 Westinghouse Elee. & Mfg. Co. 
100 = Pullman Co. 


and said Werman W. Booth af the time of the 
Ming of a petition in hankruptey against him as 
hereinafter alleged, should have had on hand all 
of the foregoing securities. 


Amended Complaint,. 


Eighth: That the defendant, New York Stock 
Oxchange, carelessly and negligently and reck- 
lessly failed to observe and perform the provi- 
sions of its said articles of association anid of its 
said constitution and of its said by-Taws and of its 
said rules and regulations in that the defendant 
failed to examine the records and papers of .the 
said Herman W. Booth, and failed to require the 
said Herman W. Booth to keep any books in 
which customers’ accounts were recorded, although 
said defendant was informed, and well knew that 
said Werman W. Booth kept no books of account, 
aud failed to require the said Herman W,. Booth 
to furnish an audit of securities held by him as 
collateral, and fur safe-keeping, and failed to make 
any examination of the securities turned over to 
the said Herhian W. Booth hy his customers, in- 
cluding the plaintiff, and “failed to observe the 
‘transactions of the said Herman W. Booth on the 
floor of the xchange, and failed to investigate his 
financial condition, and failed to discover the ex- 
istence of conditions requiring the suspension of 
the said Herman W. Booth as a member of the 
Exchange and the announcenieht thereof to the 
public, and after learning that said Herman W. 
Rooth kept no records or books of any kind, 
ordered the said Merman W. Booth to keep a sct 
of books and then neglected and failed to require 
the said Herman W. Booth to comply with such 
order, and permitted him over a long period of 
time to continue as a member of the defendant, 
and permitted him to continue his transactions as 
such member upon the floor of the exchange, and 
permitted him for a long period of time to hold 
himself out to the public, including the plaintiff, 
as a member of the defendant in good standin’y 
and as a member whose transactions had heen ex- 
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amined and investigated and approved by the 
defendant. 


Ninth: That on or about the 27th day of Sep- 
tember, 1927, an involuntary petition in’ bank- 
ruptey was filed against said Herman W. Booth, 
as a result of which, on or about the 3rd day of 
October, 1927, said Herman W. Booth was duly 
adjudicated a bankrupt in the United States Dis- 
trict Court for the Southern District of New York; 
and an examination of the assets of the said bank- 
rupt disclosed the fact that none of the securities 
Qclivered to him by the plaintiff as aforesaid 
were in his possession, but that, on the contrary, 
he had conyerted them to, his own use, and the 
assets of the said bankrupt amounted to less than 
the sum of $275,000.00 as against liabilities of 
about $4,000,000.00. : 

Tenth: That the said negligence, carelessness 
and recklessness of the defendant, without any 
carelessness or negligence on the plaintiff's part 
contributing therete, permitted the said Herman 
W. Booth to conyert the plaintiff's securities as 
aforesaid, without discovery thereof, until after 
the institution of said bankruptcy proceedings, 
and until after the said securities and the value 
thereof had been completely lost to this plaintiy; 
and a proper performance by the defendant of its 
aforesaid duty to the public, including the plain- 
tiff, and a proper. observance of the articles of 
association, by-laws, rules, and regulations of the 
defendant upon which the public, including the 
plaintiff, relied, would have rendered impossible 
the said conversion and the said Joss. 


Eleventh: By reason of the premises, the plain- 
(iff has been damaged in the swim of $1,250,000. 


Amended Complaint. 
For a Sreconp Catsr of ACTION: 


Twelfth: The plaintiff! repeats and Tealleges 
each and every allegation contained in paragraphs 
numbered “Virst", “Second”, “Third”, “Fourth”, 
“Fifth’, “Sixth’ and “Seventh” of this.complaint, 
with the same force and effect as if they were 
here set forth in full. 


PLAINTIFF FURTHER ALLEGES AS FOLLOWS, UPON 
INFORMATION AND BELIEF: 


Thirteenth: That the defendant made the fol- 
lowing representation: That no person is ad- 
mitted to membership in the New York “Stock 
Exchange -unless and until such person's char 
acter, reputation and business and financial stand- 
ing have been thoroughly investigated and found 
to be in all respeets satisfactory. 


Fourteenth: That the defendant made the fol- 
lowing representation: The whole organization 
and plan of the New York Stock Exchange rests 
on the purpose of protecting the public; that the 
New York Stock Exchange at all times exercises 
eternal vigilance to the end that each of its 
several members shall rigidly adhere to the con- 
stitution, laws, rules and regulations of the New 
York Stock Exchange. 


Vifteenth: That the defendant made the follow- 
ing representation: That no person is allowed or 
permitted to continue as a member of the New 
York Stock Exchange who is insolvent, or who 
refuses or fails to comply with its constitution, 
laws, rules and regulations. 


Sixteenth: That the defendant made the fol- 
lowing representation: That before admitting the 
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340 ssid Herman W. Booth to membership in’ the 
New York Stock Exchange, it thevoughly and 
carefully investigated the character, reputation 
and business’ and financial standing of the said 
Herman. W."Booth,7and declared him to be in 
all respects eligible to membership. 


Seventeenth: That the defendant made the fol- 
lowing representation: That every member of the 
New York Stock Exchange, including the afcre- 
said Werman W. Booth, is of the highest integrity 
and entitled to the trust and confidence of those 
persons desiring to purchase or sell securities 
listed on said New York Stock Exchange. 


Kighteenth: That the defendant made the fol- 
lowing representation: That the New York Stock 
Exchange revnires each of its members to RCeD 
and maintain a complete and accurate set of books 
showing in detail the transactions’ and dealings 
in securities carried on by each of said members, 
both in their dealings with cach other and in 
their dealings with the public. 


Nineteenth: That the defendant made the fol- 
lowing representation: That periodically at stated 
intervals the New York Stock Exchange examines 
the records and papers of cach of its said members 
and requires cach of its said members to furnish 
an audit of the securities held by said meilers, 
either as collateral or for safe-keeping. 


Twentieth: That the defendant made the fol- 
lowing representation: That the New York Stock 
Exchange carcfully investigates the financial con- 
dition of cach of its said members. 


Twenty-fist: That the defendant mace tie 
following representation: That the public, in- 


Amended Complaint. 


cluding the plaintiff herein, might safely use the 
said Herman W. Booth as broker in the purchase 
and/or sale of securities listed on said New York 
Stock Exchange, and in connection therewith 
might safely deposit with the said Booth money 
and/or securities necessary or proper in making 
such purchases and/or sales. 


Twenty-sccond: That the defendant made the 
following representation: That the New York 
Stock Mxchange does not and will not permit 
any of its said members to continue as a member 
in good standing if such member fails or refuses 
to obey and comply wifh the laws, riuies and 
regulations of the New York Stock Exchange. | 


Twenty-third: That defendant's representation 
alleged in paragraph “Thirteenth” hereof was 
false, in that at the time the said Herman 
Booth was secking to be admitted to membersiuip 
in the defendant, said defendant failed and neg- 
lected to properly investigate into the reputation 
and business and financial standing of the said 
Herman W. Tooth, but on the contrary admitted 
the said Herman W. Booth to membership when 
he was at the time insolvent, and when the cost 
or purchase price of his Stock Exchange “seat” 
was paid for with money borrowed by the said 
Herman W. Booth. 


Twenty-fourth: That defendant's representa- 
tion alleged in Paragraph “Fourteenth” hereof 
was false in that the defendant not only failed 
to exercise eternal vigilance, but*failed to’ exercise 
even ordinary care in seeing that its members 
rigidly adhered to the laws, rules and regulations 
of the defendant, and especially in failing to exer 
cise any care or vigilance whatsoever in seeing to 
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40 it that the said Herman W. Booth cbered the 
constitution, laws, rules and regulations of the 
defendant. 


Twenty-fifth: That defendant's representation 
Meged in Paragraph “Fifteenth” hereof was false, 
in that the defendeat permitted the said Merman 
W. Booth to continue as a member of the defend- 
ant while insolvent; also in that defendant  pev- 
mitted the said Ierman W. Booth to continue as 
a member of the defendant although the said Her- 
man W. Booth refused or failed to comply with 
the rules and regulaiions of the defendant. 


Twenty-sixth: That defendant's representation 
alleged in Paragraph “Sixteenth™ hereof is falxe 
in that the defendant failed and neglected to ¢hor- 
oughly and carefully investigate the character, 
reputation and business and financial standing of 
the said Herman*W. Booth at the’ time the said 
Herman W. Booth applied to the defendant for 
admission to inembership therein. 


Twenty-seventh: That defendant's representa: 
tion alleged in Paragraph “Seventeenth? hereof 
was false in that the said Herman W. Bocth was 
not and is not a person of the highest integrity, 
and entitled to the trust and confidence of persons 
desiring to purchase or sell securitics listed on the 
said New York Stock Exchange, for the reason 
that said Werman W. Booth was guilty of numer: 
ous crimes for one or more of which he has been 
convicted and is now serving a sentence therefor 
in Sing Sing Prison. 


Twenty-cighth: That defendant's representa: 


tion weged in Paragraph “Bighteenth’ hereof was 
false in that the defendant did not require all of 
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its members to keep and maintain a complete and 433 
accurate set of hooks showing in detail the trans: 
actions and dealings in securities carried on by said 
members hoth with each other and with the pub- 
lic, and especially in that it failed, neglected and 
refused to require the said Herman W. Booth to 
keep such a sect of books, although the said defend- 
ant had knowledze of the fact that the said Ter- 
man W. Booth was not in fact keeping any set of 
books; that when the defendant New York Stock 
Exchange discovered that the said Herman ae 
Booth was not keeping any set of books, he was 
specifically ordered to do so, but the defendant 
nevertheless failed and neglected to see that said 
order was obeyed. 


Ywenty-ninth: That defendant's representation 
alleged in Paragraph “Nineteenth” hereof, was 
false, in that the defendant failed and neglected to 
examine the records and papers of the said Ierman 
W.. Booth and failed and neglected to secure an 
audit of the securities held by the said Merman 
W’. Booth as collateral and for safe-keeping. 


Thirticth: That defendant's representation al- 
leged in Paragraph “Tw enticth” hereof, was false, 
in that the defendant failed and neglected to in- 
yestigate the financial condition of one of its said 
members, Herman W. Booth. 


Thirty-first: That defendant's . representation 
alleged in Paragraph “Twenty: first” hereof was 
false in that it was not safe for the public, inc slud- 
ing the plaintiff? herein, to usc the said Herman 
W. Booth as broker in the purchase and/or s sale 
of sccurities listed on said New York Steck Ex- 
change, nor to deposit with the said Booth money, 
and/or securities Necessary or proper in making 
such purchases and/or sales. 
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Thirty-second: That defendant's representation 
alleged in Paragraph “Twenty-Second” hereof, was 
falsey in that the defendant permitted one of its 
said members, to wit: Herman W. Booth, to con 
tinue as a member in good standing, although the 
defendant well knew that the said Herman W. 
Booth had failed to comply with the rules and 
regulations of the defendant and that the said 
Herman W. Booth had failed and neglected to 
keep books of account as required by the rules of 
said defendant, and even after ordered so to do by 
the defendant, it neglected and failed to enforce 
said order, and that the defendant well knew or 
shonld have known that the said Werman W. 
Booth was insolvent. 


Thirty-third: Said representations referred to 
in Paragraphs “Thirteenth”, “Fourteenth?, “lif- 
teenth”, “Sixteenth”, “Seventeenth’, “Highteenth™. 
Nineteenth’, “Twentieth”, “Twenty-first” and 
“Twenty-Second” hereof and each of said repre- 
sentations, were false and fraudulent when mice 
by the defendant, and were known by the dcfend- 
ant when made to be false and fraudulent or else 
were made by the defendant in reckless, wanton, 
fraudulent and wilful disregard as to whether er 
not said representations of fact were true or false. 


Thirty-fourth: The defendant intended that the 
plaintif herein shonld rely upon the said repre- 
sentations in engaging the said Werman W. Booth 
as her broker for the purpose of buying and/or 
selling securitics listed upon the said New York 
Stock Exchange and depositing with the said Wer- 


‘man W. Booth securities for safe-keeping. 


Thirty-fifth: That the plaintil’, believing in the 
truth and accuracy of said representations of the 
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defendant and relying thereon, did deposit with 
the said Herman W. Booth, a member of said 
defendant New York Stock Exchange, the securi- 
ties more particularly described in Paragraph 
“Seventh” hereof, which is herein realleged and 
made a part hereof. 


Thirty-sixth: Plaintif! repeats and realleges 
each and every allegation contained in the para- 
graph of the complaint herein numbered “Ninth”. 


Yhirty-seventh: By reason of the false and 
frandulent representations made by the defendant, 
as aforesaid, plaintii? has suffered damage in the 
sum of $1,250,000. 


Wurerrrorn, plaintii? demands judgment against 
the defendant in the sum of One million two hun- 
dred and fifty thousand ($1,250,000) Dollars, to- 
gether with the costs and disbursements of this 
action. 


HULBERT & HEERMANCE, 
Attorneys for “PlaintilY, 
Oftice & P. O. Address, 
551 Vifth Avenue, 
Rorough of Manhattan, 
New York City. 


(Verified August 7, 1931, by Murray Iulbert 
as Attorney for Plaintiff.) 


Motion to Dismiss First Cause of Action, 
New York, September 27th, 1932. 
Tran RusUMep. 


Mr. Uterhart: Before proceeding to take testi- 
niony in the case, T woukd like to make a motion 
to dismiss the first cause of action set forth in 
the amended compliint npon the ground that. it 
does not contain facts xuflicienut to constitute a 
cause of action, It may seem somewhat prema- 
ture, but I think the reason for the motion is so 
plain and so apparent, and T think the henefit of 
determining that question at this time ix so great 
in narrowing the issnes in this case, that-I press it 
seriously at this time. Now, the first cause of 
action sets forth the oreanization of the Steck 
Exchange; that it furnishes a board room for the 
sale of securities ang various ather activities 
on the Stock Exchange, and it they proceeds to 
plead the fact that WWerman W. Booth was a 
member of the Stock Exchanee, and that the 
Stock Exchange authorities in violation of their 
duty to this plaintiff failed to enforce the pro- 
visions of the constitution and by-laws of the 
Stock Exchange and failed to require Booth to 
keep a proper set of books, 

Now, the plaintif! in her complaint in the first 
cause of action pleads merely as a member of 
the public. She claims no privity of contract 
or other relations with the defendant Stock FEx- 
change. Now, I think it is elementary that in 
order to hold one liable for an act of negligence 


there must be some relation of duty. The duty 


may arise hy reason of the character of the place 
Where a negligent act takes place, like a public 
street, but the same act in a public street will 
not render a defendant Halle if done elsewhere. 
Take for example the case of a man target shoot- 
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ing or trap shooting on his own premises, If 
some trespasser goes on the premises and stops’ a 
bullet that is intended for the target, the de- 
fendant is not liable, because his sole duty is to 
avoid doing wilfull harm to a trespasser, You 
see the act is not the whole question. It is also 
the relation of duty towards the plaintiff which 
determines the liability. 

Now, this cause of action is a typical case of 
what is known as negligence in the air; that is 
to say where a member of the publie comes 
forward and claims that by reason of the acts of 
the defendant, the defendant has made himself 
liable for a negligent act. Now, that question of 
course has just been passed on in the Ultramares 
case, and it was there determined that in order 
to render a defendant liable for such an act of 
negligence in the air, one of three things must 
happen: first, there must be some relation of duty 
created by a privity of contract; and then there 
were the other two exceptions, namely, where one 
sends out into the world a thing imminently dan- 
gerous to human life and a member of the public 
is injured, then the defendant may become liable. 
That was the Puich case that was decided some 
years ago, and thirdly if there is a violation of 
a statutory duty, the defendant may become liable 
to a member of the public. That was the well- 
known chicken feed case where the defendant sold 
chicken feed to the plaintiff through a publie mar- 
ket and they found there was wire in it and the 
plaintiffs chickens were killed, and the ground of 
holding the defendant liable there was not an act 
of negligence but a violation of a statutory duty, 
namely the Pure Food Act. So the plaintiff brings 
herself within none of those categories, because 
there is no claim that there was any privity by 
contract jor otherwise, between this plaintif’ and 
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this defendant. And, as T say, in the UlMramarcs 
case, decided last year—vour Honor is so familiar 
With the facts, it seems hardly necessary to re- 
View them,—Inut there. the defendants were Touche, 
Niven & Company, publie accountants. 

The Conrt: T know that case very well. 

Mr. Uterhart: And they were hired to make a 
balance sheet, and they knew the balance sheet 
was going to he used for the purpose of obtaining 
credit, and they negligently, under a state of facts 
Which the Court of Appeals established was neeli- 
gent.—certified that Stern Company had a million 
dollars woith of free assets, whereas in fact they 
were insolvent, and if was held under those pre- 
cise circumstances the defendant was not liahle to 
the plaintiff under the theory of negligence, and 
it seems to me the plaintilY in this case has really 
recognized that for this reason, your TWouer, This 
action was started in June, 1928, ang the original 
complaint contained but one cause of action, and 
that based on negligence. After the decision in 
the Ultramares case, the plaintifi: asked Jeave, 
and we consented, that they serve an amended cam- 
plaint, and they then served an amended com- 
plaint setting forth a second canse of action in 
fraud. 

Now, it seems to me that this first cause of 
action is as dead as the fossils that Roy Chapman 
Andrews digs up in the plains of Asia. It is 
gone. And what is the use of having this fossil 
remain in this case. It is going to entail a ereat 
deal of umiccessary testimony which will sulse- 
quently have to he stricken ont and 7 think the 
PlaintiY herself realizes the inadequacy of this 
first cause of action, to establish her Gain. 

My. Wilbert: Io do not know that if is neces: 
sary for me to make an extended reply to the 
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motion of Mr. Uterhart, because IT anticipated 
that in the memorandum which I subinitted to 
vour Tlonor yesterday, but To merely want toy point 


out that there is a very substantial distinetion ft 
my opinion hetween the Ultramares case and the 
case at bar. 

Incidentally, Mr. Untermyer argued the Ultra- 
mares case and he approved the original com: 
plaint in this action, and also the amended com- 
plaint, which was served upon his suggestion, 
because of the pronouncement of Mr. Justice 
Cardozo that gross negligence might amonnt to 
fraud. 

In the Ultramares case there was no actual 
allegation of a relationship between the firm for 
Whom the report was made by these accountants, 
and the people who would be expected to rely 
upon the certification of thos untants. But 
in this case we have a speci. allegation here 
that the New York Stock Exchange was formed 
for a specific purpose, and then we proceed to 
allege that the New York Stock Exchange in- 
Vites the public. Now, of course, the defendant it 
its answer denies that the New York Stock FEx- 
change had any public duty, but I say to your 
VWonor in all frankness that the theory and the 
essence of our allegation that they invile the 
public was this dispesition upon the part of the 
Stock Exchange to play the old game of twredle- 
dee and tweedle-duin, because when this legisla- 
tion was before the Legislature for the purpose 
of aftempting to put the Stock Exchange under 
the supervision of the Department of Banks, the 
President of the Stock Exchange and his counsel 
Mr. Milburn, attended there and protested upon 
the ground that the Legislature could not of itself 
place as greata responsibility upon the individial 
members of the Stock Exchange as the Stock 
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Edwin J, Goodiwin—for Plaintiff—Direct. 


Exchange itself exerted in aecardanco with the 
provisions of its Constitution and its by-laws, and 
§t was because of that assertion of puitie duty, 
Which T will sbo-v in tis case they have veiterated 
in litigations pending in these courts, our Su- 
preme Court, that we made that aliegation, and 
We are prepared to establish thaé there was a 
public relationship, and that (he plaintiff in this 
case not only was cognizant of it, but dealt with 
respect to it, so that Iam satisfied that the testi- 
mony in this case will convince your Honor, in 
line with the allegations that are in the com: 
plaint for the purpose of making it relevant that 
we go far beyoud the facts as they were adduced 
and as they appeared hefore the Court of Appeals 
when the decision was written in the Ultramares 
ease and T don’t feel that at this time it is jncum- 
bent upon me to enlarge upon this argument, be- 
cause as T say, I set all those facts forth to your 
VWonor in the memorandum T submitted yesterday, 
antjcipating such a inotion as has now been sug: 
gested. 

The Court: Tam bound, I think, to grant the 
counsel for the defendant's motion to dismiss the 
first cause of action. There isn't any question 
about it. 

Mr, Wulbert: May I note an exception? 

a. 7. GOODWIN, residing at S91S 118th 
Sivee,, tichmond Hill, Long Island, called as a 
Witness in behalf of the plaintif, being first duly 
sworn, testificd as follows: 


Direct examination hy Me. Wulbert: 


Q. By whom are you employed, Mr. Goodwin? 
A. The Southern Pacific Company, 


Colloguy of Counsel. 


of prices as indicated on the respective dates 
“American Tobacco, October Sth, 1926, with range 
of prices on that date, 1191% — 120% 5. Those in- 
tended to cover the securities which the testi- 
mony here we chum has shown Mr. Booth repre- 
sented at Teast he bought for Mrs. Raldiris. 

Then the third subdivision of the stipulation is 
that the following corporations gave stockholders 
rights to subseribe to additional stock.' That has 
all been proven in the record. And then the 
fourth subdivision of the stipulation is that the 
highest prices at which the s.ares of stock listed 
below sold during each of the years incInsive were 
as follows: And then follows Aimerican Can 1923, 
T0935; 1924, T19; 1025, P2175; 1926, 18075; TST, 
14134; and in the same way the highest sale price 
for each of those stocks was given for the years 
1923, to 1927 inclusive, except that in the case of 
American Tobacco and Atchison, Topeka and 
Santa Fe, Atlantic Coast Line and other stocks 
that were not bought until later, the high prices 
do not begin until the year when those stocks 
were purchased, according to our claim. 

This stipulation, of course, being in evidence, 
may be referred to by either counsel, and may 
also be taken by the jury. 

The plaintiff rests. 

Mr. Uterhart: Your }onor, T would like to be 
heard not at Jength, but shortly on a motion to 
dismiss the complaint and I take it your IIonor 
Will dismiss the jury. 

The Court: Ask the jury to kindly step ont. 
We will take a recess for five minutes. 

(The jurors are excused during the course of 
the argument.) 

Mr. Uterhart: If your Wonor please, I move 
to strike out the minutes of the Levislative hear 
ing contained in Phaintit’s Exhibit 92 for Tdenti- 
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fication, the plaintiff having offered in evidence 
and read to the jury those portions which con- 
tained the arguinents of Seymour Cromwell and 
John G. Milburn, upon the ground that they have 
not been connected with the plaintiff and there is 
no evidence showing that. they ever came to the 
knowledee of the plaintiff. 

I make a similar motion with respect to the 
brief which was submitted to the Legislative Com- 
mittee on the same Lockwoud bill, which was in- 
troduced in evidence as Plaintiffs Exhibit No. 93 
upon the same gronnds. 

The Court: Motion denied. 

Mr. Uterhart: Exception, 

I also move to strike out the newspaper state- 
ments containing the alleged reports of these 
speeches before the Legislative Committee. 

The Court: Motion denied. 

Mr. Uterhart: Exception. I also move to 
strike out Extibits Nos. 123 to 166 inclusive, 
avhich are the various communications introduced 
in evidence from Booth to the plaintiff, upon the 
ground that they are mere hearsay statements and 
not binding on the defendant. 

The Court: Motion denicd. 

Mu. Uterhart: Exception. 

The defendant moves to dismiss the second 
cause of action set forth in the amended complaint 
upon the ground that the plaintif! has failed to 
establish facts sufficient to constitute a cause of 
action, and, without limiting the general motion 
upon the particular grounds also that there is no 
proof of any statement of fact made by the de- 
fendant to the plaintiff, there is no proof of the 
falsity of any statement of fact made hy the de: 
fondant to the plaintiff; there is no proof of the 
defendant's scienter of such falsity, there is no 
proof of the plaindit's reliance on any such state: 
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ments of fact, and there is no proof that the plain- 
tiM suffercd any damage as the resul€ of any such 
statement, there is no sufficient proof of damages, 
and there is no sufficient. proof of the conversion 
of plaintiN’s securities; upon the ftrther ground 
that any act of the defendant as shown here was 
not the cause of the plaintift’s loss, but it was 
Hooth's intervening criminal act which caused the 
plaintifi’s loss. 

_ Now, I would like to be heard briefly on that, 
if your Honor desires to hear me. Do you? 

The Court: No. I will hear Mr. Iulbert. 

Mr. Hulbert: Your Ilonor desires to hear me 
on the motion that Mr. Uterhart has made for a 
dismissal? 

The Courts “Les, 

Mr. -TWulbert: “Well, T think I can afford to be 
very bricf, if the Court pleases, and I am revert- 
ing now to the 18th and 19th pases of the bricf 
submitted by counsel for the defendant. I need 
hardly remind your Wonor that I submitted a 
rather voluminous trial brief in this case In which 
I not only attempted, in my fecbie way to go into 
an analysis of the Ultramares case and to show 
the distinction in the U)tramares case in the first 
instance, so far as negligence is concerned, which 
has now gone out the window; but in view of the 
fact that the Ultramares case was sent back by 
the Conrt of Appeals for a retrial upon the ques- 
tion of fraud and because it seemed to me that 
to some extent at least the Chief Justice of the 
Court of Appeals went so far as to indicate to 
the trial court the leanings of the Court of Ap- 
peals on that question of fraud as distinguished 
from negligence in the air in the prevailing opin- 
ion, I went rather exhaustively into it, but T find 
reference in the bricf of the defendant to the wont 
of cave falling short of fraud. 
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Mr. Uferhart: Page what? 

Mr. Wulbert: It is in pages 18 and 19; “In my 
opinion a false statement through want of care 
falls short of and is a very different thing from 
fraud and the same may be said of a false repre- 
sentation honestly believed though on insnfiicient 
grounds. 

Mr. Uterhart: I have it. 

Mr. Hulbert: And you go on there to quote 
the opinion of Judge Cardozo and the point that 
I desire to emphasize, and I think it is the crux, 
your IIonor of this whole question, The defend- 
ant here of the honest belief absent. Well, if the 
honest belief was absent and the defendant shut 
its eyes to the facts, or purposely abstained from 
inquiring into them, then under that decision, the 
honest. belief was absent and just as fraudulent 
as if the defendant had knowingly stated that 
which was false. In other words if the honest 
belief is absent, and it is absent—the honest be- 
lief is absent—then it is just as fraudulent as if 
the defendant had knowingly stated that which 
was false. 

Now, what és the fact with respect to that? 
It scems to me it is one that must be left to and 
determined by the jury. To begin with, there is 
a representation here by the Stock Exchange with 
respect to the care with which they investigate 
an applicant for membership. Well, did the evi- 
dence that they submitted in this case show that 
there was a careful investigation with respect to 
Mr. Booth before he became a member of the 
Stock Exchange? That of course, is a question of 
fact. Then we have this representation made by 


Mr. Cromwell before the Legishiture in 1923, that 


the concern] do not know that TI approximate 
the precise words--that the concern of the Stock 
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Exchange is to protect the public, and any at- 
tempt on the part of the Legislature to interfere 
With it, will not be lightly treated. Now, imme- 
diately following that, there was a change made in 
the form of the questionnaire. That was a matter 
of public record. Then we find that in December 
of 1924, it was reported to the Stock: Exchange 
by one of their accountants with relation to the 
questionnaire that wase submitted on the 31st of 
October, 1924, that they could not audit that. He 
saia “We could not andil this thing because there 
were no books being kept.” Well, they knew there 
weré no buoks being kept. They had notice of it. 
What did they do?) First of all they sent another 
min over there. That was Taveron, that was over 
there. They sent the chief accountant, Mr. Mat- 
thews. Mr. Matthews came back and said “Yes, 
it was true that. they kept no books, but he only 
had one or two accounts.” Why bless me, if they 
had gone over there and examined these check 
book stubs that we put in evidence this morning, 
they would have found out that this man had a 
great number of accotints. Well, they wrote him a 
letter and they told him that they were amazed 
to find that he was not keeping books Mr. Blag- 
den said it was unthinkable that’a man should 
be permitted to do business that did not keep 
books. Well, the very regulations of the Stock 
Exchange themselves required that any man who 
was engaged in doing a margin business had to 
keep books, so that this man was absolutely and 
unqualificdly violating tle provisions of the con- 
stitution and the rules and regulations of the 
Stock Exchange and they knew it. hey had it 
brought home to them, What did they do?) They 
wrote him a letter and said they wére amazed and 
that he must keep books, and he wrote baek and 
he said he would. And then Mr. Simmons testi- 
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fied and counsel made the s{atement in his open- 
ing address to the jury, “why this man had been 
a member of the Stock Exchange for ten years. 
We had a right to rely upon his integrity as a 
member.” And they made no investigation. They 
did nothing whatsoever. They simply took it for 
granted that because he said that he would keep 
books, thet he was going to keep books. And here 
Mr. Simmons went on, the Cemimittee of Pub- 
licity went on, and they made the declaration in 
that brown book that we call the history of the 
Exchange in which they said that based on an 
experience of over a hundred years they were tak- 
ing these various measures for the most rigid en- 
forcement of their rules and again and again he 
speaks in these speeches that were put in evidence 
of the fact that the Stock Exchange will go fur- 
there in the enforcement of those regulations in 
the protection of the public than any court of law 
would ¢o, and here we have them stating in speech 
after speech that they do not want any regulation 
by the Legislature because this organization is 
hetter able to regulate itself than any Legislature 
is and they say in these statements that they 
have complete and autonomous control over the 
members of the Stock Exchange. Now, doesn’t 
all that show the absence of an honest belief, 
when they are telling the pubhe of the rigorous 
manner in which they are enforcing their regula- 
tions on the one hand, while on the other hand 
they know, they have it brought home to them 
that. (his man is not keeping books and they don't 
do anything more about it than write him a Iet- 
ter? And when the final blow-up comes in 1927, 
three years Jater, we find lic has never kept any 
books. I say, your Honor, under the language of 
the authority that IT have just referred to that 
there was an absence of honest belief, and that 
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the absence of honest belief, to quote the Court, 
is just as fraudulent as if he had knowingly stated 
that which was false, and if he had knowingly 
stated that which was false, there couldn't be any 
question in this case, but what the six elements 
of fraud are present and that in my humble opin- 
jon we are entitled to go to the jury. 

The Court: Bring in the jury. 

(The jurors return to the court room.) 

The Court: The defendant's motion to dismiss 
the complaint is granted. The plaintiff has failed 
to make out a cause of action. Proof of the many 
elements of fraud is lacking in this case. There 
is nothing to be submitted to the jury, 

Mr. Hulbert: Your Honor will allow me an 


exception? 
The Court: -Yes, sir. 


Statement That Case Contains All the 
Evidence. 


Yhis case contains all the evidence had and 
adduced upon the trial of this action, es well as 
the exceptions of both sides. 
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IN THE UNITED STATES DISTRICT COURT FOR THE NORTHERN DISTRICT 


OF CALIFORNIA 


LLOYD E, WILSON and MAE WILSON, 


Plaintiffs, 
ve 
Civ. 72-1298-OJC 
MEYERSON & CO,, INC., a corporation; 
L. JACK BLOCK, EDWARD BURKE, D, RUSSEL 
BURWELL, VICTOR GRANT, HAROLD E. BAUMAN, 
MICHAEL E, SCHOP, HARRY MEYERSON, and 
DOES I through X, inclusive, RAY BURNE, 
as liquidators for MEYERSON & CO., 
NEW YORK STOCK EXCHANGE, INC., a New 
York corporation, 


ORDER GRANTING 
DEFENDANT NEW YORK 
STOCK EXCHANGE'S 
MOTION FOR SUMMARY 
JUDGMENT / 


Defendants, 


Set Lert eed ed Led Seed le ed me fe ee See ten 


Plaintiffs, a married couple, brought this action for 
monetary damages, alleging numerous violations by defendants 
of the federal securities laws, Specifically, plaintiffs 
allege in their twelve-count First Amended Complaint violations 
by one or more of defendants of Sections 6 and 10(b) of the 
Securities Exchange Act of 1934 (15 U.S.C. §§ 78£ & 78j (b)); 
Rule 10B-5 of the Rules and Regulations of the Securities 
Exchange Commission (17 C.F.R. 240.10B-5); and Sections 12(2) 
and 17 of the Securities Act of 1933 (15 U.S.C. §§ 771(2) and 
77q). Only the tenth, eleventh and twelfth counts of the 
complaint apply to the defendant and moving party New York 
Stock Exchange (Exchange), Jurisdiction in this action is 
based on 15 U.S.C. §§ 77v and 78aa, 

Plaintiffs, Dr. and Mrs, Wilson, entered into a sub- 


ordinated loan agreement with defendant Meyerson & Co., Inc. 


(Meyerson), dated November 30, 1969, Pursuant to this agree- 
ment, Dr. Wilson transferred securities valued at $211,643.00 
to Meyerson, who was to pay the Wilsons four percent interest 
on this loan, Meyerson had the right to sell the securities 
in its trust, while the Wilsons retained the right to receive 
all dividends and interest payable by the issuer of the 
securities and to substitute other securities for those 
originally surrendered, 

The Wilsons executed this agreement on the advice of 


defendant L. Jack Block, their personal broker, They apparently 


relied on Block's advice for most of their investment activities, 


including information respecting the theory and operation of 
a subordinated loan agreement, Block evidently assured plain- 
tiffs not only that Meyerson was in "excellent financial 
condition," and that there would be "no risk'' to their securi- 
ties, but also that the New York Stock Exchange, of which 
Meyerson was a member, maintained a trust fund of $25 million 
as insurance to cover any losses that might be suffered by 

the Wilsons as a result of their agreement, 

On January 29, 1970, the Exchange gave its approval 
to the agreement, even though it was known that Meyerson 
was under investigation by the Securities Exchange Commission 
and had been in violation of the Exchange's net capital rule 
prior to November, 1969. 

During the winter and early spring of 1970 plaintiffs 
received repeated assurances from Block that despite Meyerson's 
apparent financial and legal difficulties, their securities 
were safe, Both plaintiffs indicated in depositions and 
affidavits that they trusted Block completely. On May 5, 1970, 
however, plaintiffs received a telegram from Meyerson notify- 
ing them that their securities were about to be sold and that 


if they desired to substitute securities, they should do so 


within tventy-tour hours, On May 6, 1Y/U, pilaintitts visited 


Meyerson's office and did substitute securities, Meyerson's 


president informed them on either May 5 or May 6 that there 

was no insurance to cover any losses they might incur, contrary 
to the representations of Block, Although Block persisted 

in assuring plaintiffs otherwise, Dr. Wilson took the 
initiative on May 6 to contact his personal attorney and ask 
him to look into the matter, The attorney wrote to the Exchange 
and inquired into the matter of insurance, The Exchange 
replied on June 22, 1970, that in.fact there was no such 
insurance, In August of 1970 plaintiffs learned that as a 
result of Meyerson's insolvency and liquidation, the entire 
value of their securities was lost, 

Plaintiffs filed this action against all defendants 
except the Exchange on July 17, 1972, It was not until June 
11, 1973, that plaintiffs filed their First Amended Complaint 
naming the Exchange as an additional defendant. On February 
3, 1976, pursuant to plaintiffs' motion, the Court dismissed 
the action as to defendants Meyerson & Co., Harry Meyerson, 
Harold Bauman and Edward Burke, 

Defendant New York Stock Exchange moves for summary 
judgment in its favor on a number of grounds. One of these 
grounds is that as to the Exchange the suit was barred by the 
applicable statute of limitations, ''Motion for summary 
judgment is a proper method for testing whether the claim 
is barred by the statute of limitations,"' Turner v. Lundquist, 
377 F.2d 44, 46 (9th Cir. 1967). Because the Court agrees that 
the statute of limitations did bar the action, the other 
grounds upon which the Exchange bases its motion will not 
be discussed, 

As noted earlier, only the tenth, eleventh and twelfth 
counts of the complaint pertain to the defendant Exchange. 

In effect, the tenth count charges the Exchange with a 
violation of Section 6 of the Securities Exchange Act of 1934, 


in that the Exchange allegedly breached its "statutory duty .... 
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to adopt and enforce rules regulating the conduct of its 
member broker-dealer firms" (4 6 of tenth count), Since 
there is no federal statute of limitations applicable to 
Section 6 of the Securities Exchange Act, local law must 
be resorted to for a determination of the appropriate limita- 
tions period, Turner v. Lundquist, supra at 46, citing Errion 
v. Connell, 236 F.2d 447 (9th Cir, 1956). The Court agrees 
with plaintiffs and the Exchange that the local statute of 
limitations which governs the tenth count in this instance 
is Section 338, subdivision 1, of the California Code of 
Civil Procedure, That statute provides for a three-year 
period of limitations on bringing ''[a]n action upon a liability 
created by statute, other than a penalty or forfeiture," The 
cause of action raised by Section 6 of the Exchange Act was 
unknown at common law; it is therefore squarely within the 
language of Section 338, subdivision l, 

Regarding this section, this Court has observed that 


"Tijt is well established that the statute begins to run at 


the time the plaintiff's interest is invaded," Levy v. 


Paramount Pictures, 104 F.Supp. 787, 789 (N.D. Cal. 1952), 
citing Suckow Borax Mines Consolidated v, Borax Consolidated, 
185 F.2d 196 (9th Cir, 1950). The last possible day on which 
plaintiffs' interests could have been invaded in this case 

was May 6, 1970, when their securities were sold by defendant 
Meyerson & Co., resulting eventually in the loss that gave 

rise to this lawsuit. Since the charge leveled against the 
Exchange is a breach of its duty to enforce its own rules and 
regulations against Meyerson, one of its member firms, it is 
more likely that plaintiffs' interests were invaded, if at all, 
at some time prior to May 6, when Meyerson's financial troubles 


were already known to the Exchange, In any event, even if 


the correct date on which the statute began to run is May 6, 


1970, plaintiffs did not file their action against the 
Exchange until June 11, 1973, more than three years later, 

Plaintiffs argue that the statutes of limitations 
established under Section 338 of the Code of Civil Procedure 
do not begin to run until plaintiffs have knowledge of facts 
sufficient to put them on notice of their claim, They base 
this argument on the language found in subdivision 4 of 
Section 338, applicable in actions for relief from fraud or 
mistake: 

The cause of action in such case not to be deemed 

to have accrued until the discovery by the aggrieved 

party of the facts constituting the fraud or mistake, 
This additional language is conspicuously absent from subdivision 
1 of Section 338, however, and is therefore not applicable to 
the Section 6 violation alleged in the tenth count of the 


complaint, which is not an action for fraud but rather " 


an 
action upon a liability created by statute," The Section 6 
cause of action thus accrued at the time plaintiffs' interests 
were invaded, which the Court has already established as no 
later than May 6, 1970. 

The claims stated in the eleventh and twelfth counts 
of the complaint also xrvm afoul of the applicable statute of 
limitations and must be dismissed, Plaintiffs concede that 
their claim in the twelfth count of a violation of Section 
12(2) of the Securities Act of 1933 is barred by the running 
of the applicable one-year statute of limitations set forth in 
15 U.S.C. § fim, 

The remaining allegations against the Exchange in 
the eleventh and twelfth counts, although arising under the 
federal securities laws, are in the nature of actions for 
fraud and as such are governed by the local three-year statute 


applicable to such actior, that is, subdivision 4 of Section 


338 of the California Code of Civil Procedure, See Turner 


v. Lundguist and Errion v. Connell, supra, 


It is settled that with respect to actions for fraud 
the statute of limitations does not begin to run until the 
Plaintiff "has knowledge of facts sufficient to make a 
reasonably prudent person suspicious of fraud, thus putting 


him on inquiry." Helfer v. Hubert, 208 Cal, App. 2d 22, 26 


{24 Cal, Rptr. 900] (1962), See also United California Bank 


v. Salik, 481 F,2d 1012 (9th Cir, 1973); Turner v, Lundquist, 
Supra, In this case the most telling evidence of plaintiffs' 
knowledge of facts that should have put them on inquiry is 
the affidavit of Dr. Wilson filed in opposition to the motion, 
Although both plaintiffs were aware prior to May 5, 1970, that 
Meyerson was being investigated by the SEC, they chose to 
rely on Block's assurances that there was nothing to worry 
about, The basis of their confidence apparently was their 
belief in the existence of the insurance fund, On May 5, 1970, 
however, they were informed by Meyerson's president that there 
was no such insurance, This revelation prompted Dr. Wilson 
once again to seek -- and obtain -- assurances from Block. 
Despite Dr. Wilson's assertion in his affidavit that 
he "had no reason to doubt Block's word," his own actions 
attested to in the same affidavit belie this assertion. At 
page three of the affidavit Dr. Wilson states: "It was at 
that time that I decided to ask my personal attorney to 
check into this and he, James Lucey, wrote a letter to the 
New York Stock Exchange inquiring as to the insurance," 
In depositions Dr, and Mrs, Wilson indicated that 
they were ''shocked" upon being informed of Meyerson's financial 
troubles in the May 5, 1970, telegram; that this telegram 
alerted them to the possibility of a total loss of their 
securities; and that they were so surprised and concerned 


about the conflicting information as to the existence of 


insurance that they were moved to contact their own attorney, 


Where a plaintiff has first-hand knwledge of informa- 


tion evidencing a reasonable possibility of fraud, the statute 

of limitations begins to run. Von Brimer v. Whirlpoot Corp., 

367 ¥. Supp. 740, 746 (N.D. Cal. 1973). ‘Actual discovery of 
* the fraud need not be proved if the faztts are such chat a 
prudent person would twe been suspicious and no reasonable 
countervailing inferences could be drawn from these facts, 
Helfer v, Hubert, supra at 26-27, 29, In this case, not 
only are the facts such that a prudent person would have been 
put on inquiry, but there is also the unassailable fact that 
plaintiffs did begin such inquiry by contacting their attorney. 


Full knowledge of all the facts constituting fraud 


is not necessary to start the running of the statute, Where 
one has the means of knowledge, one is said to have the equi- 
valent of knowledge and cannot remain supine and thereafter 


claim the statute was tolled until the possibility of fraud 


became a certainty, See Unique Balancing Co. v. DeVries, 166 
F. Supp. 848, 850 (N.D. Cal. 1958); Helfer v. Hubert, supra, 
Nor may plaintiffs claim that unquestioned reliance on the 


averments of a fiduciary such as Block saves them from the 


running of the statute, where other facts giving rise to a 
reasonable suspicion were known to them, Hupp v. Gray, 500 
F.2d 993, 997 (7th Cir. 1974). fven were such reliance 

sufficient, the facts indicate that it no longer persisted 
as of May 6, 1970, 
It is the opinion of this Court, then, that as to 
defendant New York Stock Exchange the three-year period of 


limitations for fraud as specified in the statute applicable 


to plaintiffs' claims under Rule 10B-5, Section 10(b) of the 
Securities Exchange Act, and Section 17 of the Securities Act. 


began to run no later than May 6, 1970, when plaintiffs commenced 


their inquiry into the possibility of a loss of their securi- 
ties, Since plaintiffs did not file their action against the 
Exchange until June 11, 1973, more than three years later, 

it is time-barred and the Exchange is entitled to judgment 
as a matter of law, 


The Court recognizes that by applying the statutes 


of limitations here it effects a harsh result. Nevertheless, 


these statutes have a purpose and cannot be ignored, especially 
where, as here, plaintiffs managed to file their action against 
all other defendants well within the period of limitations. 
Accordingly, the applicable statutes of limitations 
having been found by the Court to bar all of plaintiffs' 
claims against the defendant New York Stock Exchange in the 
tenth, eleventh and twelfth counts of the First Amended Complaint. 
IT IS ORDERED thet as to said tenth, eleventh and 
twelfth counts judgment be, 3nd the same is hereby, entered 
in favor of defendant New York Stock Exchange, 
IT IS FURTHER ORDERED that all claims against defendant 
New York Stock Exchange as set forth in plaintiffs' First 
Amended Complaint be, and the same are hereby, dismissed with 
prejudice, 


IT IS FURTHER ORDERED that -defendant New York Stock 


nite ee District Judge 


Exchange shall be awarded costs. 


Dated: April 6, 1976, 
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